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PREFACE

This report was prepared as part of the “Initiative for a Sustainable and Accessible Microfinance
Industry” (ISAMI) sponsored by USAID/West Bank and Gaza (USAID/WBG). It is primarily
based on the draft study, “Review of Policy, Legal, and Regulatory Environment of Micro
Finance in Paesting’ prepared by Massar Associates in September 2001. Building on
USAID/WBG's technical assistance to the Palestine Monetary Authority under the ISAMI
project, this report identifies constraints inhibiting the development of a microfinance industry
and proposes improvements in the policy environment, the legal framework, and prudential
regulation and supervision to create an enabling environment for the devel opment of a sustainable
microfinance industry.

The author acknowledges the invaluable insight and guidance provided by her colleagues at
Chemonics — Jim Whitaker, Imad Hamze, Peter Bittner, Ron Ivey, and Anita Campion. In
addition, sincere thanks goes to Lubna Katbeh of Massar Associates for her helpful explanations
on subjects she raised in the earlier study as its lead author, and for the useful background
references she provided. Also, all the representatives of banks, community development, financial
institutions, consulting firms, and donor organizations (listed in Annex 2) who were generous in
sharing their insights, relevant background documents, and time, are much appreciated. In spite of
all these valuable contributions, this work is the responsibility of the author, and as such, any
errors or omissions are strictly her own.
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EXECUTIVE SUMMARY
Background

1. The current Palestinian setting makes anaysis of the policy, legal, and regulatory
environment for microfinance a complex and difficult task at best. While this report recognizes
the important political implications of the West Bank and Gaza Strip’s (WBGS) status as an
occupied territory and the economic consequences of the continuing conflict, it also looks beyond
these immediate and pressing concerns to the challenges and opportunities that will face the
Palestinian economy if the current crisis is resolved and if development of a microfinance
industry becomes a priority for the Palestinian Authority (PA) and donor community. Although
the terms of the conflict resolution will largely determine the general economic performance of
the WBGS in coming years, addressing the policy, legal, regulatory, and supervisory challenges
raised in this report, will be crucia for the successful development of Palestine's microfinance
industry.

2. Two attributes of the Palestinian economy point to the expansion of access to
microfinance as a potentially useful tool to combat rising poverty and promote equitable growth
in the WBGS. First, over 95 percent of businesses in the WBGS are micro or small-scale
enterprises (MSES), that employ less than 10 persons, however, only about one in four of these
MSEs has access to loans from the formal banking system, thus preventing most of them from
expanding (USAID 2001a). Second, with the most recent estimates of the percentage of the
population below the national poverty line at over 60 percent (as of mid-2001) and of the
percentage unemployed at around 40 percent, it is evident that a large percentage of those
considered poor rely on MSEs for at least part of their livelihood. Development of the MSE
sector through expansion of access to sustainable microfinance, therefore, is likely to play an
important rolein alleviating poverty and contributing to economic growth in the WBGS.

The Policy Environment

3. Market volatility affects risk and therefore business decisions and the performance of
financial ingtitutions serving the entrepreneur. In general, greater stability enhances the viability
of microfinance institutions (MFIs) and their clients MSEs. For this reason, the stability of
financial and other markets makes microfinance provision more viable (Yaron, Benjamin, and
Piprek 1997, and Ledgerwood 1999). Until the peace process leads to a fully autonomous
Palestinian government, borrowers and lenders aike will remain wary of unfavorable policies
constraining the growth of MSEs and the microfinance industry. That apprehension is by far the
most important factor constraining the development of MFIs and the MSEs they serve. Despite
the potential significance of microfinance for poverty aleviation and economic growth,
microfinance is clearly not a priority on the short-term policy or legidative agenda of the PA or
the PMA. However, government articulation of a cohesive, coherent policy framework for
Microfinance, is a crucia starting point to facilitate development of a microfinance industry in
the WBGS.

4, To minimize further economic deterioration and enable a quicker future return to stable
economic growth, the PA will need to maintain strong budget discipline in 2002 and refrain from
non-essential expenditures. In addition, the PA should work with the donor community to express
prioritized emergency support, to key areas such as budget, basic heath and education, job
creation, and infrastructure and land rehabilitation. Microfinance should be an integral component
of such a support strategy. To assist the PA with its budget shortfalls, Isragl should immediately
transfer to the PA the customs duties and value added taxes (VAT), on goods imported through
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Israel (amounting to approximately $260 million) that have been collected by Isragl on behalf of
the PA, but not paid to it since December 2000 (World Bank 20014, p. 5).

Chairman Arafat’s failure to delegate responsibility for economic management to appropriate
ingtitutions and experts, has damaged those institutions and the possibility for more rapid
development. For effective short-term and medium-term prioritization to occur, two activities
must be undertaken. First, the PA needs to define more clearly now the “borders’ of
responsihilities between its Ministries. Second, the PA requires highly skilled people in order to
manage its institutions effectively and efficiently, therefore, developing the skills and experience
of its staff is also a high priority (PECDAR, p. 16). Support for capacity building of the
Palestinian Monetary Authority (PMA), in terms of genera prudential regulation and supervision
and specific understanding of microfinance operations, could be a key component to support the
development of a Palestinian microfinance industry.

5. Although the PMA considers its mandatory bank lending ratios as targets only, their
existence signals a willingness to intervene directly in the financial markets, which in turn could
undermine deposit mobilization, if the general public perceives that these lending pressures might
undermine bank performance and stability. This direct government intervention should be
removed. Experience worldwide with mandatory lending imposed on banks and other attempts to
raise the overal level of lending, such as direct government provision of loans at subsidized
interest rates, credit guarantees, and directed credit (to certain industries, state-owned enterprises,
or agriculture, for example) have overwhelmingly led to a sub-optimal allocation of resources.

6. Until a peace agreement is reached, efforts must be directed at reducing the dependence
of the Palestinian economy on Israel for the health of the economy, the operations of MSEs, and
the MFIs that serve them. This can be done by securing unimpeded access to more distant
markets for Palestinian goods, by establishing a seaport in the GS and alowing airport operation
in both the WB and the GS. Transportation and trade links with Jordan and Egypt need to be
strengthened. There is also considerable scope for expansion of Palestinian trade with the rest of
the World, particularly the European Union (EU) and the U.S. (Middle East Strategy Group
1996). With respect to future trade policy, the IMF and World Bank argue in favor of the PA
adopting an open, nondiscriminatory, and transparent trade regime characterized by the absence
of quotas and trade monopolies.

7. The Palestinian economy also needs to be integrated by facilitating normal trade relations
and movement of people between and within the territories. Lack of free movement poses a series
impediment to MSE development and growth, and dampens their demand for microfinance
services. This would require establishing free passage between the WB and GS, which takes into
account Israeli security concerns (for example, by building a service through road), and restoring
economic links between the WB and East Jerusalem.

8. A well defined policy (and legal) framework governing land and water resources needs to
be established, to provide a more secure base for domestic and foreign investment, that can
provide greater opportunities for microentrepreneurs and a larger client base for MFIs.
Improvements in infrastructure are al'so needed, especialy relating to roads and energy. Further
consideration should also be given to developing international free trade zones, especidly in the
GS, in order to absorb part of the currently unemployed Palestinian work force and to encourage
investment and technology transfer. The Gaza Industrial Estate is a positive step in this direction,
and it is hoped other industrial estates will be established as well, including in the WB.
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The Legal Framework

9. In the WBGS, several formal (e.g., banks) and semi-formal institutions (e.g., NGOs and
to alesser extent, cooperatives) have been active in providing microfinance, in addition to various
informal providers. The relevant laws and regulations currently in effect, establish varyingly
stringent requirements that an entity providing financia services must meet, depending on its
characteristics and range of activities. Although microcredit NGO activities are widespread, they
are neither formally regulated nor financially supervised. NGOs are supposed to be supervised by
the MOI, or by the relevant ministry as indicated in by its registration, but it is widely
acknowledged that their supervision is sporadic and weak. According to the Cooperative Law,
cooperatives are supposed to be monitored by the Cooperation Department in the Ministry of
Labor (MOL), but the MOL’s supervision is extremely weak due to a lack of the necessary
manpower and skills. A shift of regulation and supervisory oversight of cooperatives from the
MOL to the PMA, may instill greater confidence in these ingtitutions and allow them to make
substantial progress toward increasing their financial self-sustainability and outreach.

10. Consideration should be given, to developing a new tier of financia regulation and
supervision for financial intermediaries specializing in microfinance operations, including
voluntary deposit mobilization from the general public. This proposed new tier of financial
intermediary might be based on the successful experiences with introducing such a new tier of
regulation in Bolivia. Such a new tier of regulation in the WBGS, could be expected to induce
progress toward financial self-sustainability of the microcredit NGOs currently active in the
WBGS and enhance competition, both of which would serve to enhance the breadth and depth of
outreach. The ability of these institutions to mobilize deposits and to obtain deposit insurance, is
crucial for their enhanced financia self-sustainability and the development of the microfinance
industry in WBGS. Strengthening the supervisory capacity of the PMA as afirst step, would be
crucial in this regard. Consideration should be given to developing a specialized unit within the
PMA, with responsibility for regulating and supervising the microfinance operations of regulated
institutions.

11. A comprehensive moveable property law should be enacted, since there is currently a
void regarding legislation and registration of movable assets — often the main type of asset held
by lower-income microentrepreneurs. The current draft of the Security Interests in Moveable
Property Law that has been prepared by the EBRD, provides a good starting point, as it is based
on successful secured financing law in provinces of Canada and U.S. The applications of the draft
Security Interests in Movable Property Law, include security agreements for movable property,
lease contracts for movable property, and sales contracts for movable property.

12. Despite the relative importance of using immovable property as a security interest,
mortgage lending has not become widespread and other, less efficient forms of housing finance,
have developed. Several measures could over come this problem. First, the pending restructuring
and merger of the three independent departments involved in the land registration process, should
be completed, to increase efficiency and reduce administrative costs (as proposed in McGill et a.,
2001, pp. 10-12). Consideration should also be given to establishing a network of Information
and Registration Centers (IRCs), to act as a data clearing house for both entry and retrieval of
land registration information. In addition, the Geographic Positioning System (GPS), should be
used to more efficiently register title of land in the WBGS.

13. Another recommendation related to increasing the use of immovable assets as accepted

collateral, involves the development of title insurance. It could provide a bridge that makes
immediate lending possible, when registrations are delayed by administrative overload. Based on
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the findings related to the same recommendation made by Mc Gill et d. (2001, p. 15), PMHC and
bank officials have indicated their willingness to accept a properly designed title insurance
product. Land registration officials also view it as an opportunity for promoting private sector
resolution of title issues and surveys, that will speed the official land registration process.

14. In addition to these interventions that are likely to assist use of land as collateral
primarily for commercial lending, other changes could potentially enable a greater number of
entrepreneurs operating M SEs, to use immovable property as collateral. Despite the enactment of
the 1996 Condominium Law, subdivision remains relatively rare because, with mortgage
financing unavailable, developers have no incentive to subdivide. A legislative solution should be
developed to permit registration of cooperative, multi-unit housing developments, that have not
been properly subdivided. Subdivision and registration of individual units in multi-unit housing
developments, should be mandatory, not voluntary. This will permit mortgage financing, and
increase the market value of these units (these recommendations are dso suggested in McGill et
al., 2001, p. 17).

15. Two other recommendations deserve note from the Mc Gill et al. (2001) report. Firgt,
consumer protections must be developed, to insure that devel opers adequately disclose al costsin
advance. They rightly suggest revising the draft Capital Markets Authority Law, to explicitly
authorize such regulation, as one way to achieve this goal. Second, persons whose rights in land
are established by adverse possession, should be entitled to register ownership. They aptly justify
this recommendation, by noting that without this ability, subsequent transfers will be forever
unregisterable.

16. The McGill et a. (2001) report, also provides excellent recommendations concerning the
development of a leasing industry in the WBGS, that is currently absent. Such development
would allow M SEs to gain access to short and medium-term capital, for fixed assets. Since alease
is made on the basis of an enterprise’s cash flow, rather than on its credit history or asset base,
leasing gives M SEs with scarce financia resources, the opportunity to start a business with only
limited funds, or to increase productivity through new capital investment. The draft Interests in
Movable Property Law and the Tax Code, can provide some of the essential infrastructure to
support development of aleasing industry, including a registry of property and a clear tax policy,
if they are improved from their current draft statuses. In addition, a clear tax policy, perhaps the
most important foundation for development of the leasing sector, is currently missing in WBGS.
Asthe Israeli experience demonstrates, all that is required, is a short “instruction” for application,
by taxing authorities. The Minister of Finance appears to have the discretion to issue such an
instruction on his own authority. Leasing insurance and a publicly accessible register, can be
introduced by private sector initiatives. As the industry develops, establishment of an effective
regulatory body like the Capital Markets Authority, would be a useful refinement to enforce best
practices, standardization of forms, and complete disclosure of all costs.

17. The shortcomings of the judicial system in the WBGS, are commonly acknowledged and
thereis also widespread agreement on what needs to be done, to strengthen the legal environment
necessary to support MSE development and the MFIs that support them. The most fundamental
issue to be resolved, is that the executive and judicia powers need to be separated. Security and
military courts weaken the independence and effectiveness of the judiciary, and Palestinians may
resolve disputes through appeals to security personnel, rather than in civil courts. Presidential
ratification of the “Basic Law” (incorporating constitutional provisions) and “the Independence of
the Judiciary Law,” passed by the PLC in 1997 and 1998, would separate executive and judicial
powers and increase the powers and capacity of the civil courts to adjudicate commercial
disputes. Training of judges needs to be substantially increased and in terms of brick and mortar,



adequate facilities in which civil courts can function, are aso required (World Bank 2001d, p.
17). Conflict resolution mechanisms, including Alternative Dispute Resolution (ADR), are not
widely used in the commercial sector; however, a public opinion survey with regard to the value
of establishment of ADR centers throughout the WBGS, indicates that such centers would be
viewed positively and widely utilized.

The Palestinian Small and Micro Finance Network

18. Microfinance associations, networks, and support programs, have several important roles
to play in the continued promotion of sustainable microfinance. They can spread awareness of
key features of the Financial Systems approach, to microfinance among policy makers,
development agencies, donors, and practitioners. They can also help to integrate microfinance
more with the general financial sector, and to ensure complementary (non-financial) approaches
are considered. In addition, they can collect and disseminate microfinance “best practices’, to
accelerate the outreach and financial self-sustainability of their member MFIs, in terms of cost-
saving technological developments and creation of linkages to expand outreach, to name but a
few topics.

19. One of the most pressing areas in which the Network could support a sustainable
microfinance industry, isin the area of assisting with the development of an appropriate legal and
regulatory framework for microfinance. Certainly, a hospitable legal and regulatory environment
has not proved to be a necessary precondition to the development of microfinance elsewhere in
the world. In general, improvements to laws and administrative regulations affecting
microfinance, have only been undertaken, once the microfinance sector has established itself to
the point where its contributions could already be offered as empirical support for the proposed
changes. The WBGS, however, manifests a number of distinctive features. Among these, two are
particularly relevant, where legal and regulatory issues are concerned. First, the nascent and
evolving nature of the legal and economic systems of the WBGS, presents a chalenging
combination of “holdover” legal and regulatory provisions, and sometimes hastily (and in some
cases, poorly), prepared new laws and administrative regulations. Second, many of the bodies of
law and administrative regulation most important to microfinance — the banking law, the law of
security interests in moveable assets, the law of enforcement, to name afew - are at this moment
in the process of development or substantial overhaul, meaning that the microfinance sector now
has the opportunity to advocate a sensible legal and regulatory regime, that may diminish in the
near the future.

20. Other possible activities envisioned in the short-term for the Network, include:

1) Assist in the identification of local capacity building needs; gather and disseminate
information on local adaptation of best practices.

2) Coordinate on the delivery of technical assistance and training to MFIs and other
stakehol ders.

3) Assistin the provision of technical assistance or training to MFIs, as capable.

4) In consultation with others, lead the Palestinian MFIs adaptation of standardized
accounting and reporting formats.

5) Receive member MFI statements and compile the datain order to inform members and
other stakeholders on the devel opment of microenterprise services and their
Socioeconomic impacts.

6) In consultation with others and its Board, lead the development of standards and ratings for
Palestinian MFIs.

7) Improve on the current ad-hoc system of credit reference reporting initiated by several
microcredit NGOs (i.e., duplicate loans, blacklisted clients, etc.).



8) Carry out relevant research and development on issues important to the development of the
sector.

21. An important medium-term objective of the Network, should be to develop educational
programs about microfinance for professionals and consumers. At the university and post-
graduate levels, faculties of law, commerce and banking, and finance, should include
microfinance courses in their current course offerings. Most of them are still following an old
classical curriculum, that urgently needs updating. In addition, junior and senior lawyers and
members of the judiciary, should be encouraged to enroll in legal education courses that will
introduce and update their information, about the legal background and practical applications of
microfinance. Also, bankers and employees of different registry departments, are recommended
to attend similar courses in order to gain a deeper understanding of microfinance concepts and
procedures. The Network can play an active role, in making classes, workshops and seminars
available through a variety of educational outlets and promoting attendance. Microfinance
educationa programs should also be addressed to businesspersons and consumers, who might one
day become microfinance clients. The design of such a consumer education program is beyond
the scope of this study, but media campaigns and other traditional means of raising public
awareness can be utilized.

22. Other possible activities envisioned in the medium-term for the Network include:

1) Coordinate or conduct sub-sector analyses (i.e., in-depth market research noting growth
areas, contractions, etc.).

2) If thereis sufficient demand for the service, develop linkages with other microfinance
networks, such asthe MENA regiona microfinance networks, to carry out training for
MFIs and training of trainers.

3) Establish linkages between semi-formal microcredit providers and banks.

4) Assist the government in devel oping the appropriate legal and regulatory framework, for a
private credit bureau to capture the microcredits (under $10,000) borrowed by M SEs.

5) Conduct or participate in business development service (BDS) surveys and market
assessments.

Related Topicsfor Future Research

23. Several topics not able to be sufficiently covered in this report, deserve further analysis.
A feasibility study should be undertaken to address the net benefits, constraints, and potential
remedies, related to the creation of bank subsidiaries to specialize in microfinance. This may be a
short to medium-term solution, to the adverse incentives currently in place for Arab and foreign
banks, that deter them from engaging further in microfinance. Another feasibility study should be
conducted, to address the establishment of Alternative Dispute Resolution centers. Findings and
recommendations from both these studies, have the potential to greatly enhance microfinance
provision, especially by formal providers.

24, In addition, a feasibility study should address the potential establishment of an apex
institution, primarily to serve as a funding source for semi-formal microcredit providers. A
private facility could be capitalized with public, private, and donor funds, or by any combination
of these. Establishing this facility could have a positive, long-run impact on the development of a
microfinance industry in the WBGS. Provided they meet previously determined quantitative and
qualitative indicators on outreach, productivity, efficiency, and operationa self-sufficiency,
microcredit NGOs and other semi-formal microcredit providers, could have direct access to funds
from this facility. Continued access to funds would be contingent upon satisfying certain
reporting requirements and operational targets. Ideally, these funds would be disbursed quickly,
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be of medium to long-term maturity, and be offered at a cost dightly higher than the average
market interest rate paid on savings deposits.

25. Also of potential assistance to semi-formal MFIs, afeasibility study should conducted to
analyze the issues involved in creating a private, nationwide credit bureau. This would involve a
thorough review and analysis of existing Palestinian law, to see if new and enabling legidation
would be needed to alow for the creation of a private credit bureau and the sharing of consumer
credit information, between companies that currently store this info (similar to the U.S. Fair
Credit Reporting Act that was originally passed by the US Congress in 1973 and amended in
1997 as well as the recent Jordanian legislation patterned off of it).

26. Finaly, primarily to benefit MSES, an analysis of the various lega and regulatory
provisions (and administrative practices) applicable to the registration and operation of legal
MSEs, should be undertaken. Such an anaysis would take into consideration at least the
following common problem areas: registration rules; business premises rules; rules concerning
capitalization and the maintenance of accounts in regulated financia institutions, tax and
accounting rules, and employment rules. Such a study has the potential to uncover current areas
of difficulty (that may lead to depressed demand for microfinance) and to propose business-
friendly solutions that could improve several relevant pending laws, both for the benefit of MSEs
and the MFIsthat serve them.
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1. INTRODUCTION

11 Two attributes of the Palestinian economy point to the expansion of access to
microfinance, as a potentialy useful tool to combat rising poverty and promote economic
development, in the West Bank and Gaza Strip (WBGS). First, over 95 percent of businessesin
the WBGS are micro or small-scale enterprises (MSEs)! that employ less than 10 persons;
however, only about one in four of these MSEs, has access to loans from the formal banking
system, thus preventing most of them from expanding (USAID 2001a). Second, with the most
recent estimates of the percentage of the population below the national poverty line at over 60
percent (as of mid-2001) and of the percentage unemployed at around 40 percent, it is evident
that a large percentage of those considered poor, rely on MSEs for at least part of their livelihood.
Recent events which have disrupted economic activity underscore the link between economic
opportunity and poverty reduction in the WBGS, as poverty and unemployment are estimated to
have risen sharply since the beginning of the current crisis.”> Development of the MSE sector
through expansion of access to sustainable microfinance, therefore, is likely to play an important
rolein alleviating poverty and contributing to economic growth in the WBGS.

12 Factors that are particular to the Palestinian setting, make the operating environment of
MSEs extremely risky. For example, the MSEs of the WBGS, exist within an occupied territory
that does not yet enjoy the certainties and privileges of statehood.? As such, they are vulnerable to
an economy precariously dependent on Israel, a country that has periodically closed borders and
impeded the free transit of people and goods, as at present. In addition, the goods and services
that M SEs demand as inputs, are highly priced relative to neighboring markets. While this report
emphasi zes the important economic consequences of the continuing conflict, it also looks beyond
these immediate and pressing concerns to the challenges and opportunities that will face the
Palestinian economy, if the current crisisis resolved. Although the terms of the conflict resolution
will largely determine the country’s general economic performance in coming years, addressing
the policy, legal, regulatory, and supervisory challenges raised in this report, will be crucia for
the successful development of Palestine’ s microfinance industry.

! This report defines microfinance, as the provision of a broad range of financial services such as deposits,
loans, money transfers, and insurance, to low-income households and their micro and small-scale
enterprises (that employ up to five or ten persons, respectively). Microfinance in the WBGS context,
generadly refers to loans less than $10,000 and other small-scale financial services targeted to relatively
poor clients, as described above. An MFI is defined herein as a single organization or a unit (within a
diversified institution) whose primary business is microfinance. MSEs are considered to be businesses
employing up to five persons and from five to 10 persons, respectively, requiring few productive (capital or
physical) assets, and generating relatively meager profits. The Palestinian Central Bureau of Statistics 1997
Establishment Survey reported that 97 percent of firmsin WBGS had less than 10 employees.

2 Since the start of the Intifada in September 2000, the Palestinian economy significantly deteriorated, as a
result of a series of protracted border closures and restrictions in trade and commerce. Under the closures,
Palestinian workers are not alowed to enter Israel, and exports and imports, if not completely blocked, are
highly restricted. There has aso been damage to Palestinian infrastructure and private property. Economic
costs of these barriers to commercia activity exceed $1 hillion. At the same time, Palestinian
unemployment has increased four-fold, to approximately 40 percent and the rate of poverty has increased to
64 percent (IMF 2001, p. 19 and USAID 2001b).

% Since the 1993 Oslo Agreements, the Palestinian Authority (PA) has acquired jurisdiction in a number of
areas, including the delivery of public services, law enforcement, and legidative power, however,
Palestinian governance is unique given, their still limited control of land, and lack of control over water,
transport of goods and people, or access to external markets (World Bank 2000, p. 1).



A. Objectives

13 Building on USAID/WBG's technical assistance to the Palestine Monetary Authority
(PMA), this report specifies constraints inhibiting the development of a microfinance industry,
and proposes policy, legal, and regulatory improvements to create an enabling environment for
microfinance. It specifically includes:

Analysis of macroeconomic and sectoral policies that affect microfinance, and
recommendations on how to improve the policy environment for microfinance;

Detailed assessments of the legal environment and the banking regulation and
supervision practices relevant for microfinance, with suggestions on changes in these to
create amore appropriate and efficient legal and regulatory framework for microfinance;
Findings from discussions with relevant development partners (for example, the World
Bank and KPM G Barents), on how efforts to improve the policy, legal, and regulatory
environment for microfinance can be coordinated;

Recommendations on what “value-added” a microfinance association could bring, toward
creating apolicy, legal, and regul atory framework conducive to growth of the
microfinance industry; and

An action plan outlining practical, realistic, short-term and medium-term steps, that could
be taken to help develop and promote microfinance marketsin the WBGS.

14 Findings of the study are expected to support USAID/WBG in achieving its Strategic
Objective (SO) No. 1, “Expanded Private Sector Economic Opportunities’, to create sustainable
economic opportunities in the private sector for Palestiniansin the WBGS. Under this SO, efforts
are focused on three magor inter-related intermediate results (IRs): 1.1) increased access to
financial services, 1.2) increased access to markets;, 1.3) an effective program operation of
selected economic regulatory ingtitutions (USAID 2001b). The Scope of Work (SOW) that
guided the development of thisreport is attached as Annex 1.

B. Analytical Framework

15 The analysis of the WBGS's palicies, laws, regulations, and supervision practices, is
based on the relatively new school of thought called the “Financial Systems’ paradigm, that has
replaced the traditional paradigm of subsidized, targeted credit to accomplish development goals,
such as increasing agricultural output, helping the poor, etc. The Financial Systems approach
considers microfinance as part of a country’s general financial services market, focuses on the
development of sustainable (subsidy-free) financial institutions, and recognizes that microfinance
clients are willing to pay the full cost of these services, if they are designed and delivered
consistent with their specific needs (Otero and Rhyne 1994; and Von Pischke 1988). Box 1.1
below explains some of the main tenets of the Financial Systems approach to microfinance.

16 Following the Financial Systems approach, this report analyzes the policy environment
from both macro and sectora points of view, including a discussion touching on not only fiscal
and monetary policies, but also of the relevant policies affecting the agricultural and financial
sectors. In addition, three bodies of law and banking regulation and supervision, offer the basic
outline of an analytical framework for the microfinance legal and regulatory environment in the
WBGS* The first relates to MFI lega forms and to prudential regulation and supervision. It
includes the rules that govern the formation and registration of legal entities that can be used to

* This framework for analyzing the legal and regulatory issues affecting microfinance service providers is
adapted from Lyman 2000.



carry out microfinance activities, as well as prudential regulation and supervision issues that may
affect microfinance providers. Second, the various rules governing lending activities and
collateral, are discussed. Third, is the set of legal and regulatory rules governing the formation
and operation of M SEs themselves, and the clientele of the WBGS' s devel oping MFIs.

Box 1.1: Explanation of the Financial Systems Paradigm

The Financial Systems approach to microfinance focuses on the primary goals of economic devel opment:
income expansion and poverty reduction. It recognizes that providing microfinance may not always be the
most cost-effective way of reaching these goals and that effective microfinance intermediation should often
be complemented by other government actions. This approach proposes an active role for government in
establishing a favorable or “enabling” policy environment, to facilitate the smooth functioning of
microfinance markets, but a more limited role in direct interventions. It aso emphasizes creating a
favorable policy environment, including not only macroeconomic stability, but aso reductions in any
historical biases against the rura sector; strengthening the legal and regulatory framework for MFIs,
including reforms in the titling and registration of land, creation of registries under secured transaction
laws, reforms for moveable property to enhance their value as collateral, the elimination of usury laws (for
example, interest rate caps), and licensing of specialized MFIs that can provide a variety of financial
services, not just credit, to low-income households and their microenterprises.

Sources: Charitonenko and Yaron 2000; and Yaron, Benjamin, and Piprek 1998.

C. M ethodology

17 This report draws heavily from the draft study, “Review of Policy, Legal, and Regulatory
Environment of Micro Finance in Palestine” prepared by Massar Associates. It aso incorporates
the main findings and recommendations of several other reports relating to private sector
development, financial sector development, rural and microfinance (a full list of secondary
sources is provided in the Bibliography of this report). In addition, first-hand accounts of the
relevant policy, legal, and regulatory issues were provided by various stakeholders, including
bankers with experience in microfinance, senior managers of community development financial
institutions, technical experts from various consulting firms, and staff of leading international and
domestic organizations active in development of the WBGS. Annex 2 provides a full list of
persons consulted.

D. Organization

18 This report is divided into five sections. Section 2 addresses the policy environment,
taking into account policies at both the macroeconomic (fiscal and monetary) and sectoral
(agricultural and financial) levels. Section 3 analyzes the legal environment for microfinance,
covering issues surrounding the formation and registration of microfinance providers, prudential
regulation and supervision, the rules governing lending activities and collateral, and the set of
legal and regulatory issues governing the formation and operation of MSEs. Section 4
summarizes progress made toward the establishment of the Palestinian Small and Micro Finance
Network, and suggests objectives and activities for the Network, so that it can have substantial
positive impact on the development of a sustainable microfinance industry in the WBGS. This
report concludes with Section 5, which summarizes main findings, short-term and medium-term
recommendations, and topics for future research.




2. THE POLICY ENVIRONMENT

21 Key issues in the policy environment for microfinance in WBGS are described below.
These include the country’s recent economic performance, key indicators for socioeconomic
conditions, and relevant macroeconomic and sectoral (especialy agricultural and financial)
policies. These areas of analysis provide the country context necessary, to determine whether
changes in macroeconomic or sectoral policies are required to facilitate the development of a
microfinance industry in the WBGS.

A. Recent Economic Performance and K ey Socioeconomic Data

2.2 Economic performance of the WBGS remains hinged on developments in the Isragli-
Palestinian peace process. Since September 2000, the Palestinian economy has been severely
constrained in terms of output and income by the Isragli-Palestinian conflict and related border
closures and restrictions, in the movement of people and goods. Before the start of the latest
conflict, however, the Palestinian economy was benefiting from reasonably optimistic views
regarding the future, and it was set to enjoy a fourth consecutive year of growth in income per
capita (Table 2.1). Unemployment had fallen from over 28 percent in the first quarter of 1996, to
11.8 in 1999 and to 10.0 percent in September 2000 (IMF 2001, p. 5). Progress was aso being
made in the recurrent budget balance, improving from a deficit of four percent of GDP in 1996
(on acommitment basis), to asurplus of roughly one percent of GDPin 1999.°

Table 2.1: Selected M acroeconomic I ndicators

1995 1996 1997 1998 1999 2000

Real GDP growth’ -24 -3.2 4.8 7.0 6.0 -15

Real GNI growth -43 -4.6 7.6 119 72 -4.9

Real GNI per capitagrowth -9.6 -9.0 34 7.7 33 -8.3

Consumer price inflation® 100 84 7.6 5.6 55 28

Unemployment rate® 18.2 238 20.6 132 118 141
Structure of the Economy (% of GDP)

Agriculture 84 7.7

Industry 289 27.1

Manufacturing 16.4 151

Services 62.6 65.2

Notes:

1. Real GDP Growth reflects change in percent from previous year and the data for 2000 is based
on projections made in mid-2000.

2. Consumer price inflation is based on change in percent from previous year.

3. Unemployment rate is expressed on an annual average basis as a percent of the labor force.

Sources. IMF staff estimates and projections (presented in IMF 2001, p. 5) are based on data
fromthe Palestinian Central Bureau of Statistics. Data on structure of the economy is based on
World Bank estimates presented in, “ West Bank and Gaza at a Glance” (World Bank 2001c, p.1).

2.3 The dramatic economic deterioration from September 2000, reveals the extent of
Palestinian dependence on Isragl. The loss of labor income from Palestinians working in 1srael

® This turnaround was prompted by the phasing-out of general budgetary support provided by donors —
since 1998, no such support has been provided until the latest crisis — and it was made possible by the
strong growth in revenue, together with some constraint in overall recurrent expenditure (IMF 2001, p. 15).



(about 25 percent of total labor income) and non-remittance of approximately $260 million® in
customs duties and value-added taxes (VAT) collected by Israel on behalf of the PA, has induced
sharp reductions in gross national investment (GNI), private consumption, exports, and imports.’
Per capita real income declined by 12 percent for 2000 as a whole, and is anticipated to decline
by another 18 percent over 2001 (World Bank 20014, p. 5). As of December 2000, fiscal revenue
was running at about 55 percent below normal, and the budget shortfalls are now amost
exclusively financed by external assistance. In the first 10 months of the Intifada, $442 million of
donor aid was disbursed, and by the end of 2001 disbursements are expected to exceed $800
million for the calendar year, with 75 percent of the funds devoted to budget support and
emergency relief (World Bank 20014, p. 2).

24 The economic downturn is amplified by the WBGS having a relatively low population
(about 3.0 million), coupled with a dramatically high population growth rate of four percent per
annum, resulting in the population naturally doubling every 20 years. Given the youthful
composition of its labor force, labor force participation rates are unusualy low at about 50
percent for the WB and only 40 percent for the GS. This low level of “economicaly active’
people aso reflects the very low (15 percent) participation of women, and implies a high
dependency ratio of one employed person for five others (Table 2.2) (World Bank 2000, p. 1 and
MOL 2001, p. 3).

Table 2.2: Percentage Distribution of Labor Force Participants by Age and Sex
AgeInterval Males (%) Females (%)
15-19 40.1 10.5
20-24 355 37.6
25-29 27.3 20.7
30-34 24.7 12.6
35-39 22.0 55
40-44 25.1 6.7
45-49 211 2.3
50+ 15.7 05
Average 26.9 153
Source: MOL 2001, p. 3

25 Despite the poverty that is currently estimated to affect over 60 percent of the total
population, the WBGS has achieved human development outcomes that exceed the average
indicators for other countries in the Middle East and North Africa (MENA) region, as well as the
average attained by other lower, middle-income countries (Table 2.3). Literacy rates are 86
percent for the total population aged 15 and up, and over 95 percent of the population aged 20-24
is literate, with no significant literacy differences between young men and young women. This
implies that literacy rates for the population as a whole are on a positive path, as new generations
complete their education. Furthermore, about 95 percent of school-aged children, both boys and
girls, are enrolled and receive formal education. The health level of the Palestinian people is

® Since December 2000 no such payments have been made (World Bank 20014, p. 2).

" In recent years, over 90 percent of Palestinian exports have been to Israel and about 75 percent of its
imports have been from Israel (World Bank 2000, p. 1). While Isragli exports to the WBGS have been
virtually unimpeded during the current crisis, Palestinian exports to Israel and to the rest of the world have
declined sharply under the restrictions.



better than most of the region, as indicated by their longer-than-average life expectancy of 71
years and low infant mortality rate of about 15 per 1,000 live births (World Bank 2000, p. 1).

Table 2.3: Key Socioeconomic Data, 2000 (est.)
Lower, Middle-
WBGS MENA Income Counties

Population (million) 3.0 296 2,046
Population growth (avg. ann. % chg., 1994-2000) 45 20 10
Labor force growth (avg. ann. % chg., 1994-2000) 4.7 28 13
Life expectancy at birth (years) 72 68 69
Infant mortality (per 1,000 live births) 15 44 32
[literacy (% of pop. aged 15 years and up) 14 35 15
Gross primary enrollment (% of school-age pop.) 97 95 114

Male 97 102 116

Female 96 88 114
Source: World Bank 2001c, p. 1.

B. M acr oeconomic and Sectoral Policies

2.6 Macroeconomic and sectoral policies that affect the M SE development and microfinance,
are examined below. Market volatility affects risk, and therefore business decisions and the
performance of financia institutions serving the entrepreneur. In general, greater stability
enhances the viability of MFIs and their clients MSEs. For this reason, the stability of financial
and other markets, makes microfinance service provision more viable (Yaron, Benjamin, and
Piprek 1997, and Ledgerwood 1999). Interest rate controls, agricultural or rural sector lending
mandates or promotion programs, and import/export promotions or restrictions, are all examples
of the types of macroeconomic and financial sector policies that are important to consider, due to
the clues they provide about the opportunities available to microentrepreneurs and potential
microcredit demand, the forecasted growth and funding requirements of the MFI, and the design
of loan contracts, deposit products, or other services, that an MFI might offer.

2.7 There are three general characteristics of apolicy environment that is conducive to the
growth of MSEs and the MFIs that serve them. These are;

Positive and stable economic growth (discussed below);

Low and steady inflation (achieved currently); and

A secure investment climate with no undue barriers to business entry, operation, or exit
(analyzed in Section 3.C.).

In attempting to achieve and maintain the above, many countries have succumbed to several
common macroeconomic and sectora policy pitfals, that have proven unconducive to the
development of the M SE and microfinance sectors. Theseinclude:

Overvalued exchange rate (not an issue in WBGS since they have no domestic currency
a thistime);

Direct government intervention in financial markets (such as mandatory lending imposed
on banks, direct provision of targeted or subsidized loans, or usury laws) that “crowd out”
private sector MFIs (discussed below);



Underdeveloped legal and regulatory provisions regarding land titling and collateral for
typical rural assets (land, crops, and farm implements), relative to urban assets (cars,
durables, and homes) (analyzed in Section 3.B);

Disproportionately high budgetary allocations for urban over rural infrastructure (roads,
electricity, and water supply) (discussed below);

Disproportionately high investment in human resourcesin urban over rural areas (health
and education) (discussed below);

High effective rates of protection for domestic industry, the outputs of which are used as
agricultural inputs (not currently an impediment, although effort will be needed to ensure
domestic industrial protection does not emerge); and

Low, controlled, and seasonally invariant prices for agricultural products and excessively
taxed agricultural exports (also not an issue now, but indicative of types of policiesto
avoid in the future).

28 Considering the above, the most pressing challenge facing the PA in terms of providing a
conducive policy environment, is resolving the current political and economic crisis. With this
accomplishment, the PA will also need to maintain strong budget discipline and refrain from non-
essential expenditures, as well as continue work on prioritizing emergency support needs
(including infrastructure and human resource development) with the donor community, in
accordance with their medium-term economic development plans. For effective prioritization to
occur, two activities must be undertaken. First, the PA needs to define more clearly now the
“borders’ of responsibilities between its Ministries. Second, the PA requires highly skilled people
in order to manage its institutions effectively and efficiently, therefore, developing the skills and
experience of its staff isaso ahigh priority (PECDAR, p. 16).

29 As part of efforts to promote positive and stable economic growth in the WBGS, severa
demographic changes need to be considered. Important current demographic changes and those
likely to occur under a scenario of conflict resolution, are discussed next. Following this, specific
issues related to the common policy pitfalls highlighted above, are analyzed.

210 Demographic Changes. Significant demographic changes are now underway in terms of
overall population growth, and the expected increase over time in the percentage of the
population reaching working age (people aged 15 — 60 years). In addition, a permanent status
agreement for the Palestinian territories would imply settlement of the refugee question, and
subseguent migration (most estimates are for one million people or more) could be expected into
the WBGS. The resulting boost to population growth would amplify the demographic challenges
already posed by the high population growth rate, relative to providing sufficient job
opportunities and implementing growth-enhancing policies, would become even more pressing.
This could lead to a period of high unemployment or declining real wages, or both, depending on
the short-term policy choices.

211 Implications for Economic Growth. Under plausible assumptions regarding
demographics and labor force participation rates, the labor supply would increase by 4.4 percent a
year during 2001 — 2010. For these inflows to be absorbed into productive employment, at the
same time as the high unemployment rate is reduced, domestic employment must expand by
about 6.5 percent annually. To achieve this employment target, real annual rates of growth in rea
GDP, must be at least eight percent and total factor productivity (TFP) of 1.2 percent (IMF 2001,
p. 2). Although this seems an extraordinary challenge for the Palestinian economy, such growth
rates have been attained in the past. On average over the last 30 years, GDP growth averaged six
percent and TFP growth 1.4 percent, albeit with substantial annual variation (IMF 2001, p. 2).



212  Introduction of a Palestinian currency. The introduction of a Palestinian currency has
received some attention and will surely receive more in the future; however, this should be
considered only a long-term issue, as the present system with three currencies works well.
Currently, the New Isragli Shequel (NIS) , the Jordanian Dinar, and the U.S. Dallar, circulate
freely and provide a good degree of stability.® The risks of introducing a Palestinian currency
outweigh the foreseeabl e benefits, at least in the short and medium term. Thisis mainly due to the
fact that most PA policy ingtitutions, including the PMA, do not yet attract credibility and
confidence, since many of them are young and still in the process of establishing themselves. The
transparent and simple institutional framework to effectively constrain the scope for discretionary
monetary policy, simply does not yet exist.

213 Direct Government Intervention in Financial Markets. Although not strictly enforced,
the PMA has responded to pressure to increase bank domestic lending, by introducing a floor on
the ratio of lending to deposits (40 percent) and a ceiling on the ratio of foreign assets to deposits
(65 percent). Although the PMA considers these ratios as targets only, their existence signals a
willingness to intervene directly in the financial markets, which could in turn undermine further
growth — even precipitate a decline — in deposits, should depositors become uncomfortable with
the increased risk in banks' lending activities (IMF 1999, p. 35). This direct intervention should
be removed, as experience worldwide with mandatory lending imposed on banks and other
attempts to raise the overal level of lending, such as direct government provision of loans at
subsidized interest rates, credit guarantees, and directed credit (to certain industries, state-owned
enterprises, or agriculture, for example), have overwhelmingly led to a sub-optimal alocation of
resources.

214 Expanding trade and setting tariffs and quotas. Given Palestine's small domestic
market and weak resource base, trade policy is another of the most important policy issues facing
the PA that will affect its economic future. Israel’s large share in Palestinian exports and imports,
is not in itself evidence of trade distortions,’ but a good case can be made that the security
restrictions and complex and costly trade and transportation procedures, have tended to lower
overall trade and to skew its composition in favor of trade with Israel. Thereis considerable scope
for expansion of Palestinian trade with the rest of the World, particularly the European Union
(EU) and the U.S. With respect to future trade policy, the IMF and World Bank argue in favor of
the PA adopting an open, nondiscriminatory, and transparent trade regime, characterized by the
absence of quotas and trade monopolies. The IMF 2001 (pp. 93-99) also makes the case for the
PA to adopt alow, uniform import tariff rate, of between 5— 10 percent across the board.

2.15 Infrastructure development priorities. Given the prolonged neglect during the period
of occupation, the infrastructure stock in the WBGS has deteriorated and is inadequate. It
compares poorly with other countries of the same income group and also with the MENA region
as a whole. Current priorities in infrastructure include energy, roads, water, and wastewater.
Particular issues relating to each of these areas are discussed below.

8 Article IV of the Economic Protocol of 1994 stipulates that the NIS will be one of the circulating
currencies and that it will legally serve as means of payment for al purposes, including official
transactions, and further, that any circulating currencies, including the NIS, will be accepted by the PA and
its ingtitutions, local authorities, and banks when offered as a means of payment for any transaction (IMF
1999, p. 30).

° Based on IMF estimates of trade flows using a gravity model. Results from this model find no significant
evidence that trade between Israel and the WBGS during 1995-1998 is higher than what might be expected
given their proximity, respective GDPs, populations, and other variables (IMF 2001, p.2)



216 Energy. The Palestinian power systems are old and inefficient; electricity suppliers are
unreliable; generating is highly dependent on Isragl; and the institutional framework is weak and
highly fragmented. Consumption, which is a good indication of the health of the economy, is
considerably below regional levels. Over 130 villages in the WB have no electricity or are
supplied for only afew hours aday. Priority should be given to rehabilitate existing networks and
extend services. In addition, the power industry should be privatized, leaving the public sector
responsible for rural electrification and inter-regional connections.

217 Roads. The WB has 2,000 km of roads and the GS has 168 km. The main road network
(which stretches about 700 km) was largely constructed prior to 1967 and serves the major
population centers. The regional network of roads (covering about 500 km), mainly servesto link
Israeli settlements with the metropolitan centers. Outside the municipal boundaries, roads serving
Palestinian towns and villages have been funded largely from Palestinian resources. Much of the
local road links have deteriorated badly, due to a lack of routine maintenance and regular
resurfacing. To facilitate trade and commerce both within the WBGS and with its neighbors, the
PA needs to undertake a major program of rehabilitation, construction, and maintenance of its
inter-urban and village access road networks.

218 Water. The water supply system currently serving Palestinians, dates back to the British
Mandate period and is now virtually obsolete. There are no drinking water networks for over 120
villagesin the WB. A joint |sragli-Palestinian committee controls water resources and as a result,
there is a shortage of drinking water and an increasing dependence on Isragli sources of supply to
meet local needs. The water system is also decentralized, which makes it impossible to transfer
water from surplus regions to deficit areas. Moreover, this decentralization also inhibits the
ability of the authorities to mix water of different qualities, in order to economize in the use of
fresh water.

219 Wastewater. Similarly, the wastewater disposal system in the WBGS is inadequate.
Even in densely populated areas, most communities dispose of raw sewage in cesspits, polluting
underground aquifers. Sewage treatment plants, where they exist, are unfit and require extensive
maintenance or rehabilitation. New treatment plants could also increase water availability for
agricultural purposes.

2.20 The Gaza Industrial Estate (GIE) under now development and others planned as such,
will be an important means to overcome some of the infrastructure barriers noted above and to
facilitate the development and expansion of medium and large-scale firms. Although the
industrial estates can be expected to provide much needed job growth, it is likely that the
remaining weaknesses in infrastructure will continue to dampen the development prospects for
MSEs, until substantial improvements, especially in the areas of energy supply and roads, are
made.



3. THE LEGAL FRAMEWORK

31 Three bodies of law and banking regulation and supervision are analyzed in this section.
The first relates to legal forms for financial ingtitutions and to prudentia regulation and
supervision. It includes the rules that govern the formation and registration of legal entities that
can be used to carry out microfinance activities, as well as prudentia regulation and supervision
issues that may affect microfinance providers. Second, the various rules governing lending
activities and collateral are discussed. Third is the set of legal and regulatory rules governing the
formation and operation of M SEs themselves, and the clientele of the WBGS's developing MFls.

A. L egal Formsand Regulation and Supervision

32 In the WBGS, severa forma and semi-formal institutions have been active in providing
microfinance, in addition to various informal providers.® A number of different legal forms have
been employed by the formal and semi-formal institutions, as vehicles for microfinance. The
relevant laws and regulations currently in effect establish varyingly stringent requirements that an
entity providing financial services must meet, depending on its characteristics and range of
activities. These prudential rules, however, remain less closely tied than would be ided, to the
specific risks presented by financial service activities, ranging from simple extensions of credit,
to limited deposit-taking from members, to full-scale collection of deposits from the general
public.

33 Microcredit can be provided through banks, cooperatives, and NGOs. The PMA
authorizes only licensed banks to engage in financia intermediation (this entails the mobilization
of voluntary deposits in addition to the provision of credit). In addition to banks, PMA Law No. 2
of 1997 alows for “Speciaized Lending Institutions’, though none to date have been licensed as
such. Background on the development of the PMA and the banking sector is provided next,
followed by analysis of the establishment and reporting rules governing cooperatives and NGOs.

34 Development of the Banking Sector. The Palestinian economy prior to 1994 suffered
from a prolonged absence of a viable banking system (see Husseini 2000, p. 3 for historical
details concerning the banking industry in WBGS). Movement toward establishing the PMA at
the end of 1994 marked the beginning of the Palestinian leadership’s awareness, of the
importance of establishing a national authority responsible for regulating and supervising banking
activities, to establish a safe and sound banking system.™ The PMA became the supervisory body
for al banks operating in the Palestinian Territories on December 20, 1995. The PMA Law
enacted in 1998 vests the PMA with authority to regulate and supervise the banking system. The
Banking Law, however, still remains in draft form after at least five years of revisions. The
absence of a Banking Law detracts from the PMA supervisory authorities, and dilutes confidence
in the banking system. Despite this, the number of banks operating in Palestine has increased

10 “Formal institutions are defined as those that are subject not only to general laws and regulations, but
also to specific banking regulation and supervision. Semi-formal institutions, are those that are formal in the
sense of being registered entities subject to all relevant genera laws, including commercial laws, but
informal insofar as they are, with few exceptions, not under bank regulation and supervision. Informal
providers (generaly not referred to as ingtitutions), are those to which neither special banking law nor
general commercia law applies, and whose operations are such that disputes arising from contact with
them, often cannot be settled by recourse to the legal system” (Ledgerwood 1999).

1 Banking institutions are established as companies under the Companies Law (No. 16 of 1964) and are

registered at the Companies Registrar in the Ministry of Economy and Trade in the WB and at the MOJ in
the GS by virtue of Companies Ordinance (N0.18 of 1929) and its amendments.

10



from two in 1993 to 22 as of mid-2001, with 120 branches and head offices (Figure 3.1). Ten
banks are Pal estinian and the others are regional Arab and foreign banks.

Figure 3.1: The Palestinian Banking System

PMA

Notes:
1. Datalisted by bank name, year established, and number of branches.
2. Total number of branchesis 120 (65 for Arab Banks; 52 for National Banks; and 3 for Foreign Banks).

Source: PMA 2001, www.pma-pal estine.org/.

35 Three major (Jordanian) banks jointly share two-thirds of the market (in terms of total
assets) as at mid-1999; namely, Arab Bank (with 39 percent), Cairo-Amman (18 percent), and the
Bank of Jordan (8 percent). This concentration is due to several factors, including depositor
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familiarity with these banks and their perceptions that they are more secure and experienced than
the newer local banks, and the fact that these banks are subject to supervision by their home
countries.

3.6 Total bank deposits grew from $170 million in 1992, to $1.7 billion in 1996, and to about
$3.4 billion as of May 2001 (deposits of resident customers were $3.2 hillion at the end of the
period). Bank credit to resident customers rose from $380 million in 1996 to $821 million as of
May 2001. At the end of the period, total bank credit amounted to $1.3 billion. Total bank credit
to the private sector (in dollar terms) increased by 22 percent a year on average in 1997 — 1999
(from 11 percent of GDP at end-1996 to 22 percent of GDP at end-2000), while private sector
deposits in the banking system (also in dollar terms) grew by 15 percent on average during the
same period (from 39 percent of GDP at end-1996 to 77 percent at end-2000) (IMF 2001, p. 9).
Nevertheless, deposits continue to outweigh credits by a significant amount. On average, bank
credit facilities to resident customers currently amount to only about one-third of deposited funds
of resident customers.

3.7 A breakdown of total bank credit by economic activity, is provided in Figure 3.2.
Although no direct verification could be made during the time alotted for study, it is believed
that loans to the PA ($323 million as at May 2001) account for the bulk of the miscellaneous
category. Credit for internal trade comprised about 20 percent of loan funds as of March 2001,
externa trade about eight percent, imports another eight percent (all included in the “General
Trade’ category below), and public services about 10 percent. Public contracting accounted for
about five percent of credit (part of the “Construction” category). It is clear that lending to the
government comprises a substantial percentage of the total bank credit provided, likely over one
third of the total.

Figure: 3.2: Distribution of Credit Facilities by Economic Activity
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1. 2001 datais as of March 2001.
2. Industry accounts for over 98 percent of credit of the category, "Industry and Mining" in al periods.
Source: PMA 2001, www.pma-palestine.org/.
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38 The low loan-to-deposit ratio and the predominance of lending to the government by
banks, is a risk-averse response to conditions of substantial political and economic uncertainty,
coupled with an underdevel oped legal framework, lack of adherence to accounting standards, and
relatively inexperienced regulating institutions. The main reasons for the disparity between
deposited and lent funds, can be summarized as follows:

the unstable political and economic environment that makes investment highly uncertain;
the scarcity of adequate collateral, normally provided by property, mainly due to alack of
proper titling and registration of land;

an under-developed judicial system, especially relating to settling commercia disputes,
inexperience of the Palestinian population in using the banking system;

alack of acceptable feasibility studies on which banks can depend to evaluate projects;
the problems experienced by MSEs in providing adequate financial documentation to
support aloan application;

the prolonged closure of the Palestinian territories by Isragli authorities, that undermines
banking activity and discourages banks from making new loans, especially of medium to
long term (PECDAR, 2000, pp. 10-12).

39 In addition to the above, particular operations and practices of the Arab and foreign banks
have had arestrictive effect on lending:

- remote decision-making, as headquarters are not directly in touch with local market;
keeping significant share of assets as deposits at headquarters and reliance on
headquartersfor liquidity;
hindrance of the domestic inter-bank market, because of this type of branch-headquarters
relationship; and
traditional lending to customers with long-standing credit-worthiness and who have
established themselvesin other market older than the Palestinian.

3.10 Provision of Microcredit to MSEs. Financia intermediation by banks has been
generaly limited in the WBGS, largely due to insecure property rights and this has particularly
damped lending to MSEs. The traditional assets required as loan collateral are personal
guarantees and land with clear title (specific property rights issues and proposed remedies are
discussed in the Sub-Section 3.B.). Encouraged by donors, some banks have lent to MSEs by
employing new project assessment criteria, such as using cash-flow analysis in place of
traditional, collateral-based lending. By March 2000, three banks had approved 695 loans to
MSEs, with a value of $7.9 million, with technical assistance and funds provided by the IFC —
World Bank Microenterprise Project.

3.11 In addition to banks, there have aso been a number of semi-formal providers of
microcredit. According to the Weidemann Associates report of 1999 (the latest survey results
available), the total supply of microcredit as of June 1999 was about $78 million, of which $57
million was channeled through banks and the remaining $21 million, through microcredit NGOs
and the UN agency, UNRWA. The same report concludes that the outstanding loans then
amounted to about $41 million in 20,492 loans. For this supply-side data to be meaningful as a
gauge of microcredit market development; however, it must be compared with estimates of
(potential) demand for microcredit.

312 A comparison of two sources of data provides a reasonable indication of microcredit

demand. The 1999 Weidemann Associates (I1-p. 2) report, noted there were around 74,352
(registered and unregistered) M SEs in the WBGS. These were split 53 percent trading, 20 percent
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small-scale manufacturing, 19 percent services, and nine percent agriculture (Figure 3.3). Given
that agriculture and trading was assumed to be dlightly underestimated given the survey
techniques employed, the total number of MSE’'s was expected to be closer to 80,000. Assuming
that only half of these would be willing and able to borrow at any given time, implies that total
demand in terms of the number of microcredit loans, is about 40,000. Indeed, this figure is
corroborated by a 2000 UNRWA report estimate of 43,000 potential microcredit borrowers.
Comparison of satisfied demand (supply) and potential demand figures, indicates that perhaps as
much as half of the market for microcredit is presently satisfied. These figures, however, must
take into account the expected decline in microcredit lending since the start of the Intifada. When
both the dampened supply of loans and depressed demand are taken into account, it can be
reasonably assumed that between one-third to one-half of the microcredit market is satisfied.

Table 3.1: Number and Total M SEsin the WBGS by Economic Activity

Economic Activity Number of M SEs Per centage of Total M SEs (%)
Trading 39,359 52.8
Manufacturing 14,891 200
Service 13,920 18.7
Agriculture 6,352 85
TOTAL 74,562 100
Note:

1. Datais based on the last know survey conducted in 1997.
Source: PMA 2001, www.pma-palestine.org/.

3.13  Asnoted above, several semi-formal microcredit providers (nine microcredit NGOs® and
UNRWA) have been effective at reaching microcredit clients, despite the systemic weaknesses
that often impede traditional commercial approaches to credit. They have mitigated information
barriers by decentralizing borrower appraisal and loan decision making, to the level of the clients.
In addition, they have employed non-traditional collateral such as peer pressure, character
references, close client monitoring by loan officers, and the prospect of continued access to
microloans, to enhance repayment rates. Their ability to adapt their lending operations to the
particular circumstances of their clients, is due to their not being subject to the prudential
regulations and supervision set forth by the PMA to govern licensed banks.

3.14. NGOs are established by the Charitable Societies and Non-Governmental Institutions
Law No. 1 of 2000 and are registered at the Ministry of Interior (MOI). For registering an NGO,
the MOI may consult with other “competent ministries’, depending on the activities of the NGO.
NGOs are expected to report their activities and keep statutory books according to the provisions
of the law and its regulations. Along with the “competent ministry,” the MOI has the right to
oversee the financial activities of NGOs.

3.15. The extent of involvement of cooperatives in microfinance is unclear; however, it is
widely expected that their activities are only nominal. It is evident, however, that they can legaly
engage in microfinance and may therefore play a larger role in the future. Cooperative societies
are established by the Law of Cooperative Societies No. 17 of 1956 and are registered as “savings

2 These are ANERA (American Near East Refugee Aid), ACAD (Arab Center for Agricultural
Development), CARE International, CWEP (Center for Women's Economic Projects, FATEN (Palestine
for Credit and Development), Paestine-German (DEG) Business Start-Up Program, PARC (Palestinian
Agricultura Relief Committees), PDF (Palestinian Development Fund), and YMCA (Young Men's
Christian Association).
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and lending associations.” Massar Associates reported that most of the saving or deposit
programs initiated by cooperatives, had only very limited results because of lack of registration or
effective supervision.

B. Prudential Regulation and Supervision

3.16  This section reviews bank prudentia regulation and supervision as well as the relevant
regulations concerning NGOs and cooperatives. In addition, when and how microfinance
activities should be regulated and supervised, is discussed. This section concludes with an
analysis of the feasibility of promoting a new tier of legislation to govern microfinance providers.

3.17 Banks. There are two types of licenses granted by the PMA for locally-incorporated
banks: Class A, which applies to basic commercial banks, and Class B, for banks wanting to
invest a larger share of their capital in equity investment (for example, investment banks and
Islamic banks)™. The minimum capital is $10 million for Class A licensed banks and $20 million
for banks with a Class B license. Foreign banks are allowed to open a branch in WBGS provided
they have a “letter of comfort” from their home supervisor and that their branch has a minimum
capital endowment of $5 million (IMF 1999, p. 32).

3.18 Localy incorporated banks in the WBGS must observe a risk-weighted capital adequacy
ratio of 10 percent (cash and loans with cash collateral have zero weight while all other assets
have arisk weight of 100 percent). All banks are subject to four percent minimum cash ratio and
a 25 percent liquid assets ratio. Regarding risk concentration, locally incorporated banks
exposure to individual debtors cannot exceed the equivalent of 10 percent of their capital base.
Open currency positions are limited to five percent of capital base for each of the three circulating
currencies, and to 20 percent of capital for all other currencies in aggregate (IMF 1999, p. 32).
The PMA reduced banks statutory reserves down 10 percent on Jordanian Dinars, 10 percent on
US Dallars, and 8 percent on Israeli Shekels and kept the reserves without interests.

3.19 NGOs. NGOs are supposed to be supervised by the MOI, or by the relevant ministry as
indicated by its registration, but it is widely acknowledged that their supervision is sporadic and
weak. Although NGO activities are widespread, they are neither formally regulated nor
financially supervised. The PMA envisions a future role for itself as a supervisory body for
NGOs, because it wishes to maintain accurate records of domestic cash flows and NGOs receive
significant cash inflows from foreign donors. Most NGOs interviewed do not object to PMA
supervision, as most NGOs undergo voluntary annual audits and make financial records available
to the public. The prospect of additional supervision is acceptable to most NGOs, provided that
the supervisory authority demonstrates sufficient knowledge and understanding of microfinance
activity. NGOs are hopeful that they might soon transition their roles into that of specialized
banks focusing on microfinance, based upon similar successful experiences in Bolivia and
Indonesia. Strong support exists in the NGO community to become regulated as a means to tap
market-based sources of funds, such as voluntary deposits that could help them to sustainably
increase their outreach to MSEs.

3.20 Cooperatives. According to the Cooperative Law, cooperatives are supposed to be
monitored by the Cooperation Department in the Ministry of Labor (MOL), but the MOL’s

3 In practice, Islamic bank lending is similar to ordinary commercial banks. Types of collateral accepted
and procedures are the same, and the difference lies in the interest that is determined as “profits.” Besides
differences in licensing reguirements noted above and the treatment of interest as profits, no other
substantial variations exist.
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supervision is extremely weak due to a lack of the necessary manpower and skills. As with the
case of NGOs, a shift of regulation and supervisory oversight of cooperatives from the MOL to
the PMA, may instill greater confidence in these institutions and allow them to make substantial
progress toward increasing their financial self-sustainability and outreach. The next section
explores this concept further by analyzing when and how microfinance activities should be
subject to regulation and supervision.

321 When and How Microfinance Activities Should be Subject to Regulation and
Supervision. A controversial global issue in the field of Microfinance, is how to proceed with the
legal and regulatory system for MFIs. While there is a broad consensus that the long-run future
of microfinance with significant outreach lies in licensed, regulated institutions that can mobilize
and intermediate savings, views differ on whether:

early establishment of alegal and regulatory framework enhancesinvestment and
expansion of MFIs, by creating a more predictable operating environment; or

a“rush to regulate” islikely to be counterproductive, by constraining innovation and
natural maturation in a nascent industry and imposing regulatory burdens, that central
banks (or delegated authorities) areill-equipped to handle.

3.22 There are two areas of increasing consensus. First, since approximately 85 percent of
MFIs worldwide do not take voluntary deposits from the public, there is no strong reason for
prudential oversight of such MFIs, since protection of depositors is usualy viewed as the
principal rationale for such oversight (CGAP 1996, p.1). Second, for those MFIs that do accept
deposits, atailored set of prudential guidelines and supervision guidelines, isincreasingly gaining
acceptance. Areas of common adaptations include those found in Box 3.1.

3.23  As noted, this topic has inspired growing discussion in microfinance circles worldwide
over the past severa years, as commentators have come to understand inappropriate approaches
to regulating and supervising MFIs, as an important potential constraint on the future
development and sustainability of a microfinance industry. Also, as the sector has matured in
many parts of the world, a growing awareness has developed of the Financial Systems approach
(explained in Box 1.1), that considers MFIs as players within a continuum of financial service
providers to address the needs of the population as awhole. This awareness has helped to inspire
attempts to harmonize the regulatory and supervisory treatment of MFIs, with that of other types
of playersin the continuum of financial service providers, and where appropriate, to differentiate
the appropriate regulatory and supervisory treatment of MFIs (Lyman 2000, p. 4-6).

3.33  Among many valuable recent contributions on the subject of financial regulation and
supervision of MFIs, van Greuning et al. (1999) propose a particularly useful analytical
approach to examining these issues. They propose that various conceivable legal forms of MFIs
be grouped for purposes of financial regulation and supervision based upon their risk profile,
flowing principally from the sources of their lending capital — i.e, the liahilities side of their
balance sheets. Fundamentally, the inquiry is into the question whose money is at risk. Three
broad categories of MFIs are proposed: i) category A includes MFIs which depend upon “ other
peoples money” (in the sense of donated capital or capital from institutional sources); ii)
category B includes MFIs which depend on their members’ money; and iii) category C includes
MFIs that leverage the general public’s money. Categories A and C are in turn subdivided, to
recognize potentially significant distinctions among different possible types of MFI legal forms.

¥ Much of the discussion that follows is based on Lyman’s (2000, pp. 4-6) elaboration on the analytical
framework for regulation and supervision developed in van Greuning et a. (1999).
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With respect to each of the different possible types of MFIsidentified, van Greuning et a. (1999)
then ask: i) is there a need for financial regulation and supervision of this type of MFI; ii) if so,
then what are the specific activities or attributes of the type of MFI in question that should trigger
financial regulation and supervision; iii) what sort of body is appropriate to regulate and supervise
the type of MFI in question; and iv) what are the fundamental issues that must be addressed
through the regulatory and supervisory rules applicable to the type of MFI in question? Based on
thisanalysis, van Greuning et a. (1999) summarize their conclusions, as shown in Table 3.2.

Box 3.1: Common Adaptations of Traditional Bank Prudential Regulations and Supervision that
Addressthe Specialized Operationsof Most MFIs

Lower capital requirements. Minimum capital requirements should be low enough to attract new
entrants into microfinance, but high enough to ensure the creation of a sound financial intermediary.
Risk weighting of assets for unsecured loans. The type of lending (unsecured or secured, and if
secured, then by what type of collateral) a bank engages in affects its risk weighting of assets, capital
adequacy, and provisioning. Regulators should assess the riskiness of MFIs based on overall portfolio
quality and repayment history rather than on the value of traditional guarantees. Historical performance
of portfolios, statistical sampling of arrears, the adequacy of MIS, and the MFI’s own policies for
dealing with arrears should a so be taken into account (CGAP 1996).
Higher capital adequacy ratios. A weighted capital adequacy ratio of eight percent of risk-weighted
assets is currently recommended by the Basle Accord. Due to their generally lower ability to diversify
their risks, MFIs should be subject to even higher capital adequacy ratios as a means to safeguard
investor funds. Consideration should be given to application of initial MFI capital adequacy ratios
approaching 20 percent with potential lowering to the range of 12-15 percent, based on good
performance over time.
Stricter provisioning. Provisioning requirements should be based on the average loan maturity of the
portfolio. RMFI portfolios tend to have shorter average maturities, and therefore require more
aggressive provisioning. Basle Accord requirements suggest that banks be subject to loan provisioning
requirements of 25 percent for sub-standard loans, 50 percent for non-performing loans, and 100
percent for loss loans. Stricter provision loan loss requirements for MFIs should be at |east:

10 percent of theunpaid balance  0-30 daysin arrears,

25 percent of the unpaid balance  31-90 daysin arrears;

50 percent of the unpaid balance  91-180 daysin arrears; and

100 percent of the unpaid balance in arrears more than 180 days.
Higher operational costs allowed. Since MFIs manage small loans and deposits, they tend to have
higher operational costs than traditional banks. Allowing MFIs to offer incentive-based payments to
staff; to have flexible hours of operation convenient for clients; and to engage in mobile banking,
permitting them to disburse funds and collect payments outside branches, can help MFIs to minimize
their operational costs. Permitting incentive-based payments to staff assist MFIs reduce portfolio risk.
Regulators should not penalize MFIs for higher operating costs if they can demonstrate a reasonable
average return on assets.
Customized reporting requirements. Not al the reporting requirements of traditional banks are
applicable to MFIs and microentrepreneurs usually cannot produce the same amount of documentation
required of traditional lending. Portfolio reporting formats should take into account the volume, loan
size, and term of microfinance loans.

Sources: Berenback and Churchill, p. 43

3.34 The prudentia theories underlying this analytical framework include the following,
among others:

risksto the financial sector as awhole are greatest where the public’s capital might be lost;
membership-based mechanisms of deposit mobilization are less risky and potentialy carry
with them their own internal governance controls over risk-taking behavior;
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shareholders’ equity may be adequately regulated by general securities regulating bodies;
comparatively lower levels of risk to the broader financial sector are posed where lending
capital is generated from wholesal e debt sources; and
little or no risk to the broader financia sector is posed by the potential loss of donor funds or
similarly concessional capital.

Table3.2: Microfinance Activities and Forms of Regulation™

Institutional Type

Activity that Triggers
Regulation

Proposed Form of External
Regulation

Regulatory Agency

Category A: Typel

Basic non-profit NGO,
financed primarily with donor
funds and similar forms of
concessionary capital

Engaging in the provision of
microcredit

None-Voluntary registration with
Self-Regulatory Organization (e.g.,
apex institution, microfinance
network, or other self-regulating
body to enforce standardized
accounting and reporting practices)

None, or Self-Regulatory
Organization

Category A: Type2
Non-profit microcredit NGO
with “forced” (mandatory)

Limited funds accepted from
borrowers to enforce loan
repayment (e.g. “forced

None-Exemption or exclusion
provision of Banking Law;
compulsory registration with Self-

Self-Regulatory Organization

savings schemes, or other savings’ or mandatory deposit Regulatory Organization

similar approaches, but still schemes)

relying primarily on donor

funds

Category A: Type 3 | ssuance of wholesale deposit Registration as corporate entity; Companies registry agency; or

NGO transformed into
incorporated MFI that
accesses equity capital,
markets and incurs wholesale
debt in addition to donor
capital

substitutes (e.g., commercial
paper)

authorization from securities and
exchange agency, with limitation on
size, term, and tradability of paper

securities and exchange agency

Category B: Type4 Operation as open-common Notification to and registration with | Bank Supervisory Authority
Credit Union/Savings and bond credit union; deposit- Bank Supervisory Authority (e.g., (PMA)

Credit Association (e.g., taking from member-clientsin | PMA)

cooperatives, in WBGS the community; workplace or

context) trade

Category C: TypeS Limited deposit-taking from Registration with Bank Supervisory | Bank Supervisory Authority
Limited Deposit-Taking general public. Minor deposits | Authority (PMA) under alimitation | (specialized unit of PMA
Institution exemption in Banking Law provision (e.g., deposits- asmaller | dedicated to the regulation and

exceeded. Microfinance
activities still basic and not on
scale of licensed banks. Capital
not adequate and therefore asset
activities limited.

multiple of qualifying capital, with
high or 100% liquidity reservesin
the form of defined banking sector
deposits or specified government
securities)

supervision of specialized
banking institutions engaging
in microfinance operations)

Category C: Type6
Licensed Mutual Bank, with
mutual ownership of shares,
accepting public deposits
Category C: Type7
Licensed Equity Bank that
accepts public deposits

Non-restricted deposit-taking
activities from the general
public

Registration as amutual or equity
bank; obtain full or specialized
banking license; full or specialized
prudential regulation and
supervision by Bank Supervisory
Authority (PMA)

Bank Supervisory Authority
(regular or specialized unit of
PMA dedicated to the
regulation and supervision of
specialized banking institutions
engaging in microfinance
operations)

n Substantially based on van Greuning et al. (1999), p. 3.
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3.35 Feasbility of Promoting a New Tier of Regulation for Institutions Engaging in
Microfinance Activities. While Massar Associates notes that most NGOs they interviewed
expressed a willingness to be licensed and regulated, especidly if it enables the NGO to serve as
a voluntary deposit-taking institution, most of those NGOs interviewed aso hold the view that
regulation must come after efforts to increase overall public awareness of the availability of
microcredit, and how they function as tools for economic growth and poverty reduction. The
PMA has aso stressed that its mgjor role in this regard is to guarantee the safety of the public
savings deposits, therefore any deposit-taking activity, whether administered by a banking
ingtitution or through an unlicensed NGO, should be regulated and supervised by them.
Currently, the PMA does not envision an increased supervisory role for itself with regard to the
activities of microcredit NGOs, except as pertains to the control and recording of cash flowsin
the country. No enforcement or regulatory legislation pertaining to microfinance activity is under
consideration at present, nor planned to be initiated in the near future.

3.36  In addition to licensing banks, part of the PMA Law No. 2 of 1997 (enacted in 1998),
provides for the PMA to “License specialized lending ingtitutions and finance companies’
(Chapter 111, Article 18); as any ingtitution or juridical entity established in Palestine whose main
purpose is to give loans for specia purposes as determined by the cabinet and is considered by
virtue of this law, to be a “Specialized Lending Institution.” Consideration should be given to
developing a new tier of financia regulation for financial intermediaries speciaizing in
microfinance operations, including voluntary deposit mobilization from the general public, along
the lines described as Type 5, 6, or 7 in Table 3.2 above. This proposed new tier of financial
intermediary might be based on the successful experience of introducing such a new tier of
regulation in Bolivia (Box 3.2). As aresult of the new regulatory framework in Bolivia, several
FFPs (private financial funds) have been established and transformed microcredit NGOs, credit
unions (savings and loan cooperatives) and commercial banks, and have expanded the provision
of microfinance services. Such a new tier of regulation in the WBGS, could be expected to induce
progress toward financial self-sustainability of the microcredit NGOs currently active in the
WBGS and enhance competition, both of which would serve to enhance the breadth and depth of
outreach. The ability of these institutions to mobilize deposits and to obtain deposit insurance, is
crucia for their enhanced financial self-sustainability and the development of the microfinance
industry in WBGS.

Box 3.2: The Creation of Private Financial Funds (FFPs) in Bolivia

Rationale. Prior to the creation of the FFPs, the microcredit NGOs strongly pressured the SBEF (the
Bolivian Superintendency of Banks and Financia Entities) to establish a legal framework that would
regulate their operations within the context of the formal financia system. Two main arguments were put
forward in justifying the need for “transformation” into a regulated financia entity. First, the most
sustainable way for microcredit NGOs to realize the desired levels of expansion was to mobilize public
deposits, an activity that was restricted to regulated entities. Second, the ownership structure of an NGO,
whose “owners’ had no direct economic interests at stake, was thought to be a limiting factor for
efficiency, profitability, and sustainability. In short, microfinance operations required a more sustainable
ownership and governance structure. Donor agencies, in full support of the NGOs, added two more
arguments. First, commercia banks' low participation in microfinance resulted in part from the lack of an
adequate regulatory framework. The establishment of a framework that would count on freely negotiated
interest rates, recognize solidarity guarantees and other innovative guarantees as real, and count on an
appropriate system for portfolio classification would interest commercial banksin providing servicesto the
sector. Second, capital accumulation through savings accounts was as important as credit for
microenterprise growth and family welfare. Microcredit NGOs should be in a legal position to offer this
type of service to their clients.
Box 3.2 continued on the next page. ..
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Box 3.2: The Creation of Private Financial Funds (FFPs) in Bolivia Actions, continued

Actions. Supreme Decree No. 24000 of May 1995 authorized and regulated the organization and
operations of the FFPs. The decree defines the FFPs as “non-banking financial entities, whose principal
objective is channeling resources to micro and small-scale borrowers whose activities are located in urban
as well as rura areas’ (authors' trandation). The minimum capital requirement for the constitution of a
private financial fund amounts to the equivalent in national currency of SDR630,000 (currently the
equivaent of about $1 million). In contrast with commercia banks, FFPs are not legally authorized to offer
checking accounts and credit cards or to carry out international trade and trust operations. In addition, and
notwithstanding the permissible activities authorized by the law, the SBEF can impose the operating
restrictions upon private financial funds that it deems prudent. In short, for each case, the Superintendency
determines what a particular private financial fund can or cannot do within the general possibilities
established by the law. For example, although the law permits private financial funds to operate savings
accounts, in practice the Superintendency must authorize the private financial fund to carry out this type of
operation. The authorization depends on an assessment of the private financial fund’s capacity to carry out
aparticular operation (see also Table 3.3 below).

Results. The single most important result of the Bolivian experience isthat, as aresult of the new
regulatory framework, the formal financial sector is now a major provider of microfinance services.
According to FINRURAL'’s (a consortium of rural microfinance institutions) statistics as of December
1999, the network of microfinance institutions, including the 13 largest NGOs, BancoSol, and the FFPs,
serve 412,164 active clients. The private financial funds and BancoSol serve 217,982, or 53 percent of
these clients. Thus, the MSEs are now served through a formal financial system that can offer an array of
financial services beyond credit. An important result is that not only the FFPs created by the NGOs (seven
in total as of May 31, 2000) and BancoSol serve this sector. Currently, two additional funds created by
private investors, ACCESO and FASSIL, are working in microcredit. In addition, five commercial banks
have opened microcredit windows. The participation of the banks and the FFPs ACCESSO and FASSIL
have been primarily oriented toward consumer loans.

Sources: Gomez, Tabaras, and Vogel 2000, Valenzuela and Young, 1999.

Table3.3: TheMicrofinance Market in Bolivia

Banks FFEPs Credit Unions

Minimum Capital 5,500,000 SDRs 630,000 SDRs 150,000-2,000,000 SDRs
Type of Company Corporation (Inc.) Corporation (Inc.)
Capital/Asset Ratio 10% 10% 10%
Credit Limits 5% without collateral | 1% without collateral NA

20% with collateral 3% with collateral
Legally Permitted Multiple operations No checking accounts No checking accounts
Operations No credit cards No credit cards

No international trade
No trust operations

No international trade
No trust operations

Legal Cash Reserve

Average: 12%

Average: 12%

Average: 12%

Loan Classification Housing Specific for loans Housing
Regulations Consumption below Consumption
Commercid US$20,000 Commercia

Specific for loans below
US$20,000

Source: Gomez, Tabaras, and Vogel 2000, p. 5.
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C. Rules Governing Lending Activity and Collateral

3.37 It is aso important to review the legal framework as well as banking regulation and
supervision, that govern lending activity and collateral. Lenders need a system wherein claims
against property can be created (legally defined), perfected (publicly registered), and enforced.
The more uncertain and expensive this process, the less willing may be MFIsto lend (Fleisig and
De la Pefia 1996). The activities of semi-formal MFIs, like those of the banks, are affected
significantly by legal provisions governing the mechanics of lending and loan security. The
following discussion outlines Palestinian legal provisions governing lending, collateral and
enforcement mechanisms, which are applicable to al entities involved in lending activities,
regardless of their legal form. In addition, there are laws governing lending activities and
collateral, that fall outside of the body of laws governing banks and other financial services
institutions, even if these topics are also covered to some extent in the laws and administrative
regulations governing banking and other financial services ingtitutions. These provisions may
affect microfinance practitioners, both as lenders and as borrowers. Freguently, some of the most
important laws governing lending activities and collateral will be contained in the Civil Code.

i. L oan Documentation, I nterest Rates, and Other Loan Terms

3.38 The Civil Code contains provisions relating to loan agreements. However, those
provisions do not impose any specia documentary requirements on those agreements.
Apparently, therefore, loan agreements are subject only to the standard documentation
requirements applicable to all contracts. The Civil Code does require that pledge contracts be in
writing or notarized, and that mortgages be recorded and their contracts notarized. The Civil Code
does not impose any specific caps on interest rates. The PMA may provide guidance and advice
as to interest rates and types of credit, but lenders are not legally bound to adhere to the PMA’s
guidance.

ii. L oan Security and Collateral

3.39 Many types of loan security or collateral are possible under the Palestinian legal system,
reflecting the diverse and digointed system of laws in the WBGS. This section examines
moveable collateral, mortgages, intangible property (such as shares in a commercial company or
loan portfolios), and various forms of guarantees, with regard to both existing legislation and
regulation aswell as bills pertaining to such.

a. M ovable Collateral

340 The Companies Ordinance of 1929, Section 127, authorizes a company to grant the
creditor (lender) a mortgage on movable property, including its assets and as soon as this
mortgage is registered, it prevents the debtor (company) from disposing of these assets
(movables). Although there is no specific chattel mortgage law in the WBGS, in practice, banks
with microfinance programs widely engage in the mortgaging of equipment and machinery
bought with the proceeds of the microfinance loan, such as the tools used in the professions of
carpentry, mechanica repair, blacksmithing and some medical professions. The mortgage is
certified through a formal contract registered with a notary public. The documents are well
structured and clearly establish the mortgage terms, however, in practice they are not viewed as
an effective means of security or enforcement. The tradesman’s personal attachment to the asset
and his dependence on it as the source of his livelihood, constitutes the real guarantee for the
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lender. Under existing laws, certain types of moveable assets and properties can be mortgaged
and registered with official registry departments, as outlined below.

341 The Jordanian “Road and Transportation Act” No. (49) of 1958 and the Mandatory Law
of (128) of 1929 and its amendments, provide for the mortgaging of motor vehicles, but it only
appliesin the WB. It enables the transfer of ownership of a motor vehicle or its mortgage subject
to the approval of the main vehicle licensing authority. It forbids the transfer of ownership of a
mortgaged machine without the consent of the creditor. Such mortgages must be officialy
registered in the Transport and Licensing Department to be considered valid. This registration
will restrict the debtor’s freedom of ownership and no passing of property interest is allowed
without the consent of the mortgagee. It is an easy, abeit restricted, device for individuals to
obtain cash. It might be of great help for farmers and people using vehiclesin their work, such as
taxis or deliveries to obtain credit. Banks interviewed by Massar Associates noted that they were
using such type of collateral for medium-sized loans, dueto its value and official registration.

342 The pledge is a form of security in which the creditor takes possession of the debtor’s
asset as security, until repayment of the debt is achieved.™ This definition resembles that found in
Al Magjallah detailed in Articles (701-762). Al Majallah is the Ottoman Civil Code enacted
between 1867 and 1877, derived mainly from the Islamic Law (Shari’a) and still applicable in
Palestine and many other Arab countries.”® The pledge in the above mentioned form, does not
constitute a widely applicable security interest in modern commercial life. Passing the collateral
to the creditor, which might be needed equipment or inventory, will be of little or no assistance to
the debtor, who will in most cases require the valued asset in order to carry on with his course of
business. Such a pledge will cause him restriction if not prohibition. It might be moderately
useful with personal valuable assets such as gold and jewellery. This type of security interest is
more common at the individual level, with valuable personal property among women and
farmers. It will be only practical if items used or pledged, are not pieces of equipment or other
assets required for the conduct of business.

343 It is clear from this brief overview of the type of legal mechanisms currently available
with respect to movable collateral, that a comprehensive moveable property law should be
enacted, based perhaps on the current draft of the Security Interests in Moveable Property Law
that has been prepared by the EBRD (European Bank for Reconstruction and Development). It is
based on successful secured financing law in provinces of Canada and U.S. The chapter on
leasing has been influenced by U.S. leasing legislation and the Convention on International
Financing Leasing, prepared by the International Institute for the Unification of Private Law. The
chapter on registration, has been influenced by features of the registry systems of Canadian
provinces and Norway (Mertz, Robert A., 2001).

3.44  Theapplications of the draft Security Interests In Movable Property Law include:

security agreements for movable property;
lease contracts for movable property; and
sales contracts for movable property.

In addition to providing for security agreements for a wide variety of movable property, the draft
Law contains provisions for leasing, which may also be useful for MSEs. Leasing is analyzed in

1o | aw No. (49) of 1958 issued in the Jordanian Official Gazette

! Goode, Roy, Commercial Law, p. 643.

'8 For English trandation and explanation of Al Majallah see C. A. Hooper, Civil Law of Palestine and
Trans Jordan, Vals. I, Il Jerusalem, 1936.
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section 11.B.v., below. As a necessary complement to this Law, the World Bank financial sector
project is proposing to add a Register of Security Interestsin Movable Collateral (RIMA). RIMA
would be a computerized database of movable assets pledged as collateral for bank loans, that
would be the first electronic asset register in the WBGS and which would strengthen the
enforcement of lender’ s property rights.

b. M ortgages”

345 Immovable property in the WBGS, is one of the main types of collateral for pledging
security interests. Thisis because immovable property can be registered formally, it usually has a
stable if not increasing value, and the security can be enforced by relatively smooth enforcement
procedures in case of default by the borrower. The law regulating pledges over land security in
the WB, is the Jordanian Pledge of Immovable Assets as Security for Debt Act No. 46 of 1953.%°
While in the GS, the same is regulated by the British Mandatory “Mortgage Law Ordinance” No.
20 of 1920 and No. (9) of 1929%" The laws governing pledges over land are considered to be
relatively good ones; the main obstacles for application can be due to the registration of title
deeds of plots of land by the name of their owners. Nevertheless the PA have issued a number of
decisionsin this concern, trying to overcome this obstacle. Decision No. 104 of 1997 has lowered
registration renewa fees from six percent to one percent of the value of the land. Prior to this
revision, high registration costs were a mgjor deterrent to timely land registration by the owner(s).
Decision No. 39 of 1998 extended these lowered fees for another year. Fees for the transfer of
mortgages were also lowered to 0.5 percent as well, by virtue of the previous decision, which
provided a level of flexibility among creditors. There are till; however, some maor legal
obstacles regarding these transactions, such as uncompleted settlement procedures and failure to
properly register plots. The use of irrevocable powers of attorney as a mean of transfer of title and
ownership and its validity for 15 years without registration, has been a major problem aswell.

346 Despite the relative importance of using immovable property as a security interest,
mortgage lending has not become widespread and other, less efficient forms of housing finance
have developed. The main type of housing finance available to poorer people, has been
congtruction funded from pooled funds from informa cooperatives. Under this system, a
developer builds on a pay-as-you-go basis, based on periodic payments by the future occupants of
the new housing. This form of financing, however, is inefficient, since construction costs can
increase indiscriminately and there can be substantial hidden costs. If one or more participants are
unable to make their periodic payment, the others in the cooperative must make up the difference
or face losing their own investments. The partial completion of many such projects, is a common
sight in the WB.

3.47 A positive step was taken by the PA towards facilitating the secured transactions, through
the enactment of the Condominium Law No. (1) of 19962 This Law enables owners to register
their own share of land and construction separately. Article Six in this Law indicates the freedom
of each owner to dispose, use, and otherwise benefit from the appropriate part that s’he owns.
Private owners are now capable to have a pledge over their apartments as subdivisions or
individual units and register it in the land registry. However, even after passage of the

19 This section is heavily based on Mc Gill, Husseini, and Seeger, “Non-Bank Financial Institution (NBFI)
Activity: Private Sector Business Growth Opportunities for West Bank/Gaza’ presented at the June 11,
2001 Ramallah NBFI Conference.

0 |_aw No. 46 of 1953, issued in the Jordanian Official Gazette on 1/3/1953, p. 573, Volume 1153.

% |_aw No. 1 of 1996, issued in the Palestinian Official Gazette, Volume 41, p. 22.
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Condominium Law, subdivison remains relatively rare because, with mortgage financing
unavailable, developers have no incentive to subdivide. Publicity surrounding the PMHC's
initiation of long-term mortgage financing in September 2000, has resulted in an explosion of
subdivisions of incomplete housing developments and applications for registration of ownership
of the individual units, in order to satisfy mortgage requirements. McGill et a. (2001, p. 10) note
that in Hebron, for example, 70 applications for registration were filed in the first three months of
2001, compared to only seven in 2000. They further note that the subdivision and registration of
ownership of individual units after completion and sale of a housing development to numerous
occupants, is much more intricate, expensive and time-consuming than before completion. Since,
in many cases, such subdivision and registration is practically impossible, many such units are
presently not eligible for mortgage financing, and are diminishing in value.

348 Development of the mortgage finance sector in the WBGS, appears to rest on
dramatically increasing the registration and titling of land and creation of title insurance, in order
to make a mortgage a more reliable form of collateral for lenders. McGill et a. (2001) provide an
excellent overview of the recent history concerning land registration and titling in the WBGS and
related operational issues. Portions of their report form the basis of Boxes 3.3 and 3.4 on these
subjects.

Box 3.3: Recent History of Land Registration and Titling in the WBGS

Land registration began when the British assumed control of Palestine in 1914. Jordan continued to
encourage land registration when the WB passed to it in 1947. By the time of 1967 Isragli occupation,
about 35 percent of land in the WBGS had been registered as a result of large-scale, community-wide
registration drives. The process was suspended after the Israeli occupation, and did not resume until 1994,
when the PA was given authority over land registration. Progress since then has been slow, due to
inadeguate funding and staffing, complicated administrative structures, and the complexity of the task.

Full implementation of the land registration system is a long way off. Land registration officials estimate
that, assuming adequate funding, it will take up to 10 years to complete the process of surveying all parcels
and entering appropriate descriptions in the registry. This is accomplished by a systematic neighborhood-
by-neighborhood mapping process that adds to the registry lands that have not been formally entered.

Prior to the completion of the nationwide land mapping, individuals may, for a fee, submit applications for
registration in unmapped areas. The applications must establish current ownership and provide a survey
description. The registration is considered “temporary” until official mapping of neighboring parcels
conclusively establishes parcel boundaries. Even with proper documentation, registration can take from six
months to two years, or more. This uncertainty and delay prevents mortgage lending until registration is
actually accomplished. Registration is often practically impossible because the chain of ownership cannot
be conclusively established. Reasons include a proliferation of heirs over time, missing linksin the chain of
title caused by immigration of heirs or prior owners, a long line of unregistered transfers extending over
decades, and missing documents.

Interviews with lenders and land registration officials evidence that registrars try to be flexible in accepting
aternative methods of proving ownership, including proof that the applicant has paid taxes on the subject
parcel. However, clear standards are missing, and differing approaches are adopted in different locations.
Applicable law recognizes the concept of adverse possession, pursuant to which one openly occupying and
utilizing a parcel of land for a specified number of years cannot be divested of possession, even by another
with documented proof of ownership, and can freely transfer that right to another. Unfortunately, adverse
possession is not a sufficient basis for formally registering ownership, so mortgage financing is not a
possibility.

Source: Text for this box is taken directly from Mc Gill et al.., 2001, pp. 11-12, with only minor changes.
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Box 3.4: Operational Issues|nvolved in Land Registration and Titling in the WBGS

Land registration in Palestine, instituted during the British mandate, reverses the respective roles of the
public and private sectors from the patterns prevailing in the U.S. Recording documents in U.S. land
registries merely provides notice to the world of claims to interests in land. The registrar is a functionary
who accepts and records — with no substantive review — the deed and mortgage documents submitted by
private parties. As aresult, the recording processis simple and inexpensive.

Searching and clearing title, however, can be complicated and expensive for private parties in the U.S.
Each time an interest is transferred, the buyer or mortgagee bears responsibility for searching the history of
the parcel in the land records to determine that no other claimant has an interest superior to the interest to
be conveyed by the seller or mortgagor. A large part of the expense arises from the risk of liability incurred
by the title searcher, and the cost of title insurance policies intended to guarantee what the search cannot.

The Palestinian system envisions a nationa land registry in which each parcel is defined by survey in
relation to its neighbors, and the fact of registration is conclusive evidence against the world as to the
validity of the owner’s title. This system reverses the roles of public and private actors from the model
prevailing in the U.S. Public registration authorities substantively review the documents submitted for
registration to confirm the accuracy of the survey description, and the validity of title from the last
registration. Because registration is conclusive evidence of ownership, private parties are entitled to rely on
the registration. Once fully implemented, this system reduces the risks, liabilities, and transactional costs of
private actors. However, it costs more to support the authorities substantive screening of documents
submitted, resulting in higher registration fees.

Source: Mc Gill et al. 2001, pp. 10-11.

349 Severa types of interventions might facilitate the use of immovable property as
collateral. The development of title insurance could mitigate two challenges to mortgage finance,
by providing a bridge that makes immediate lending possible when registrations are delayed by
administrative overload and dicing through the difficult legal and historical problems, that make
land registration practically impossible in some cases (Mc Gill et al. 2001, p.15).

3.50 The pending restructuring and merger of the three independent departments involved in
the land registration process should be completed, to increase efficiency and reduce
administrative costs. Consideration should be given to establishing a network of Information and
Registration Centers (IRCs). The IRC network would act as a data clearing house for both entry
and retrieval of information, thereby aiding property market development. In addition, the
Geographic Positioning System (GPS), should be used to more efficiently register title of land in
the WBGS. Over the past ten years, GPS has emerged as a mgjor tool for undertaking precise
surveys. More recently, it has made inroads in those applications requiring lower precision
surveys and is fast becoming a primary technology for acquiring data, for input into geographical
and land information systems (GIS/LIS). So-caled “sub-meter” GPS receivers can provide
coordinates that are sufficiently accurate for cadastral purposesin rural areas. More importantly,
these receivers offer an opportunity to significantly lower the cost and time, typically required for
cadastral surveys that define, measure, and map land parcels to which registerable land rights are
attached.

3.51 In addition to these two interventions that are likely to assist use of land as collateral
primarily for commercial lending, other changes (promoted by McGill et al., 2001, p. 17), could
potentially enable a greater number of lower-income people to use immovable property as
collateral. A legidative solution should be developed to permit registration of cooperative, multi-
unit housing developments that have not been properly subdivided. Subdivision and registration
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of individual units in multi-unit housing developments should be mandatory, not voluntary. This
will permit mortgage financing, and increase the market value of these units.

C. Intangible Collateral

3.52  For completeness, consideration is also given to intangible collateral as a means to secure
loans. Although intangible collateral is expected not to be used by microcredit borrowers
currently, it should be considered as a potentially useful instrument over the medium to long
term. Two types of intangible collateral can be used as the basis for mortgage — company shares
and assets. The Jordanian Company Law No. 12 of 1964, makes the mortgaging of company
shares possible® in the WB. The company is required to be registered, and then this mortgage
will be registered at the Companies Registrar in the Ministry of Economy and Trade. For the GS,
the British Mandatory Companies Ordinance No. (18) of 1929% enables the company to give a
chattel mortgage over its shares and assets. Chapter 5 of this Ordinance details and gives
recognition of such mortgage and requires it to be registered as well, in the Companies Registrar
at the Ministry of Justice. This type of security can be applied to simple partnerships, as well as
for sophisticated private and public holding companies. In addition, the Trademarks Law No. 33
of 1952 in the WB and Trademarks Law No.(35 of 1938 ands its amendments in the GS, have not
mentioned such mortgages, but studies show that nothing therein prohibits them.”

d. Guar antees

3.53 At least four forms of guarantees are used widely in the WBGS — personal guarantees,
group guarantee with joint liability, bills of exchange and notary deeds. Personal guarantees are
commonly used as collateral for loans by banks, microcredit NGOs, and other semi-formal
microcredit providers. For example, banks engaging in microcredit provision usualy require the
submission of aformal form from the client, which is registered at the chamber of commerce or
professional bar, and includes tax files and other financial records. Although not formally
regulated, group lending with joint liability is utilized by a few semi-formal microcredit
ingtitutions, that find it easily enforceable given strong ties in the Palestinian community,
especially in urban areas. Some microcredit NGOs interviewed by Massar Associates, noted that
they were considering greater use of group lending, but still, many NGOs do not take a positive
view of joint-liability approachesto microcredit lending and still request and use formal forms.

3.54 Bills of exchange are considered commercia paper and regulated under Trade Law No.
(12) of 1966 in the WB, and in GS by the Cheques and Bills Ordinance No. (47) of 1929, and its
amendments. It includes a promise from the debtor to pay the creditor a certain amount on a
specified date. It is negotiable, that is it can be transferred to others. Bills of exchange have clear
rules and conditions set forth by the regulating law, and can be enforced via the execution
department in court, in case of default with no need to file a case. Personal guarantees are often
used in combination with this instrument. Usually banks and other microcredit providers have
other guarantors signing on this (called Kumbiala in Arabic), to assure that they hold someone
else responsible for the debt if the debtor does not pay. Usualy, when bills of exchange are
certified and registered by a notary public, they are more enforceable, since otherwise debtors can
claim fraud or forgery to halt enforcement. They can be executed through an application to the

% Law No. 12 of 1964 issued on May 5, 1964 in the Jordanian Official Gazette, Volume 1757.

% Drayton, Compilation of Palestinian Laws, Section 22, Volume 2, 1944.

% Tougan Tareq, Registering and Licensing Trademarks in Palestine, Master Thesis — University of Birzeit
1999
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Execution Department at the court where all judicial decisions and official deeds are executed.
The Execution Department then notifies the debtor to pay or otherwise give an objection within
five days, or else the execution department will perform an obligatory execution. This obligatory
execution will normally mean imprisoning the debtor until s’/he pays, or making a seizure on his
money in banks and have repayment therefrom, which is usually not applicable for small loans or
debtors. In practice, the threat of imprisonment seems to be enough to ensure repayment. There
is, however, a mgor problem in it regarding the number of employees at the Execution
Departments, in relation to the workload. There are few people authorized to give notifications to
disputants and it may take an inordinate amount of time (in some cases, months), before they are
notified.

3.55 A notary deed is prepared and signed by the debtor himself and certified and registered at
the notary public, with copy to a creditor. Fees are generally one percent of the total loan amount
(although they vary between the WB and the GS), in addition to fees for stamps (that also vary)
paid in accordance with the amount, as well. Likewise, bills of exchange and notary deeds are
enforced through the Execution Department of the court.

ii. Enforcement Mechanisms

3.56 In the case of loan default, the creditor has the right to implement the conditions and
terms of the agreement pertaining to the loan collateral. If enforcement issues arise, the creditor
can resort to the judiciary to implement these agreements. Most of our interviewees expressed a
clear reluctance of taking judicial action due to cost and time frame, which are inconvenient in
general and particularly in microfinance. The actions of the creditor vary depending on the type
of collateral, as well for the type of agreement or contract in force. For example, bills of exchange
or an official notary deed, can be enforced directly through the execution department; pledges and
mortgages require a court order to execute and initiate auction procedures for selling and
collecting the debt.

3.57 In general, execution and enforcement restrictions on court decisions in Palestine, have
been a major obstacle to increased lending for many years. The problems stem not only from the
limitations of legal infrastructure as they exist, but also from a lack of trained personnel, low
levels of automation and coordination, and many other logistica constraints. Efforts are
underway to computerize court records and legidlative activity and to upgrade the skills of
appropriate personnel, which should eventually mitigate some of the difficulties currently faced.
An Enforcement Law has aso been drafted and is discussed below. A particular difficulty is that
the enforcement powers of the Palestinian judiciary are restricted in the Jerusalem area, Area C as
defined under the Oslo Accords, and over individuals who possess a Jerusalem identity card.
These barriers to contractual enforcement decrease the base of microfinance clients. Some banks
interviewed by Massar Associates, clearly stated that they do not provide microcredit to
Jerusalemites, due to enforcement hindrances in case of default.

3.58 An Enforcement Law has been drafted to alleviate some of these difficulties. The scope
of this law is intended to replace a huge sum of British, Jordanian, and Ottoman law currently
prevailing in the WBGS. The hill dedicates a separate court annexed to the court of first instance
and a specia judge and personnel for execution. This may in fact reduce some of the burden
courts of first instance are hindered with presently. It reduces mandated time frames for execution
and settlement of obligations to seven days in most cases, and to as little as one day in specific
types of cases. In Chapter Two, the bill details the execution of official and ordinary deeds as
well as commercial papers, with a time frame of seven days as well. The bill also details the
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execution procedures regarding liens, especially on movable and immovable property and auction
selling. It aso details lien terms on shares, deeds, and conveyance.

3.59 The laws regulating bankruptcy and insolvency claims are different for commercial
enterprises and civilians. Commercia bankruptcy is regulated in the bankruptcy section of the
trade law for merchants; whereasit is regulated under the enforcement law or Execution Law No.
(31) of 1952 and “Execution Law Addendum” No. (25) of 1965 for civil lenders. In the GS, the
Bankruptcy Ordinance No. (3) of 1936 and its amendments applies to merchants; whereas the
Execution Law No. (39) of 1936 prevailsfor civilians. These laws have regulated matters such as
priorities, money, and items on which aformal lien can be placed. Lack of clarity in this body of
laws and administrative regulations, certainly makes commercia lending more difficult.
Microcredit providers, too, obvioudy have an interest in clear rules in the case of customer
insolvency. However, because the stakes in any specific insolvency-related default on a
microfinance loan are likely to be small, problems with bankruptcy and creditors’ rights laws and
administrative regulations are perhaps more likely to affect microcredit lenders indirectly, such as
by discouraging commercial or other creditors from lending them money.

iv. Rules Gover ning L easing®

360 Leasing alows MSEs to gain access to short and medium-term capital for fixed assets.
Since a lease is made on the basis of an enterprise’s cash flow rather than on its credit history or
asset base, leasing gives MSEs with scarce financial resources the opportunity to start a business
with only limited funds, or to increase productivity through new capital investment. In an
operating, or “true” lease, there is a tax benefit in its application. Modern tax and auditing
principles alow the contracting parties to consider it as a virtua sale, athough legaly it is not.
The lessor depreciates the leased object from his assets, while the lessee may deduct the lease
payments as a business expense. However, Jordanian Income Tax Law No. (25) of 1964, as well
as the Income Tax Ordinance No. (13) of 1947 applied in the GS, does not mention finance
leasing, and the Ministry of Finance has not issued any regulations or instructions or adapted any
mechanism or methodology to incorporate this concept. Although leasing is currently virtually
absent in the WBGS, prospects for leasing as an effective mechanism for rapid mobilization of
capital are great, provided the draft Secured Interestsin Movable Property Law and Tax Code are
passed, the tax treatment of leasing is improved, and greater awareness of the benefits of leasing
is spread.

3.61 The Interests in Movable Property Law and the Tax Code, can provide some of the
essential infrastructure to support development of a leasing industry, including a registry
of property and a clear tax policy, if they are improved from their current draft statuses.
In addition, a clear tax policy, perhaps the most important foundation for development of
the leasing sector, is currently missing in WBGS. Asthe Isragli experience demonstrates,
all that is required is a short “instruction” for application by taxing authorities. The
Minister of Finance appears to have the discretion to issue such an instruction on his own
authority. International Accounting Standards (1AS), distinguish between finance leases
and operational leases. The economic substance of a finance lease must be recognized for
what it is — the purchase of a capital asset. The lessor is really a seller and the lessee a
buyer. For tax purposes, the lessor/seller should pay taxes on interest income and capital
gains, and the lessee/buyer should depreciate the capital asset over the useful life of the
asset. Leasing insurance and a publicly accessible register, can be introduced by private

% This section is heavily based on Mc Gill, Husseini, and Seeger, “Non-Bank Financial Institution (NBFI)
Activity: Private Sector Business Growth Opportunities for West Bank/Gaza® presented at the June 11,
2001 Ramallah NBFI Conference.
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sector initiatives. As the industry develops, establishment of an effective regulatory body
like the Capital Markets Authority, would be a useful refinement to enforce best
practices, standardization of forms, and complete disclosure of all costs.

V. Credit Information Sharing

3.62  Banks currently share information about the credit histories only of their borrowers with
loans over $10,000. This excludes MSE lending and is an impediment to reducing the risks for
potential lenders of microcredit and to decreasing the general cost of credit, by not alowing
lenders the ability to distinguish the good credit risks from the bad. Establishing a private sector,
nationwide credit bureau, would help lenders to accurately evaluate the credit worthiness of
prospective clients. In order for the credit bureau to be successful, it will require the support of al
banks and credit providers in the WBGS and be designed to include the information most useful
to microcredit providers. With the introduction of a credit bureau, other products may be
introduced to the market. With access to reliable and timely records on past repayment history
and levels of current debt, it is possible to envisage banks offering creditworthy borrowers such
products as consumer loans or even credit cards. In this way, the establishment of a credit bureau
may enhance both the breadth and quality of outreach, and the transaction costs for both creditors
and borrowers will be reduced.

D. M SE For mation and Oper ation

3.63 A final body of laws and administrative regulations — those governing the businesses of
microcredit borrowers — seems often not to get the attention it deserves from microfinance
practitioners and policy makers. This tendency is understandable: it is difficult to analyze the
legal and regulatory environment for MSEs, without reviewing the entire range of laws and
administrative regulations applicable to private business. Nevertheless, the legal and regulatory
situation of MSEs does warrant separate consideration in this report, and specific impediments
related to the legal and regulatory environment, courts and the judiciary, and access to credit are
examined

364 Legal and Regulatory Constraints. The World Bank conducted a governance and
business environment survey of 93 small, medium, and large-scale firms in WBGS in mid-2000,
as part its larger effort on the World Business Environment Survey. As expected, over three-
quarters of respondents to the survey cited political instability and uncertainty as the biggest
constraint to their operations and growth. Seventy percent reported their biggest regulatory and
administrative burden was the Isragli security procedures (World Bank 2001d, pp. 3 — 4.).
Weaknesses in roads and public works services were also a major concern.”” These issues have
been addressed previously in this report. The main regulatory and administrative constraints to
Palestinian businesses are depicted in Figure 3.3 and discussed below.

3.65 Inmany developing countries, the legal and regulatory rules for MSEs (and perhaps more
importantly, administrative practices) often lag far behind the needs of microentrepreneurs for
simple, workable, and inexpensive organizational forms. Often, the relevant rules are too
complicated and costly to comply with for many needier microentrepreneurs without substantial
assistance. Moreover, even where the relevant rules are relatively clear and the expense of
compliance (at least on paper) relatively reasonable, in practice the administering public

7 Fatality rates on WBGS roads are twice those in Israel and five to ten times those in industrialized
countries. The fact that there are no controls over vehicle safety in the WBGS, as well as the state of
disrepair of the roads, contributes to these higher fatality rates (World Bank 2001d, p. 15)
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authorities may find ways to hamper the process significantly and to add illegally to the cost of
compliance.

Figure 3.3: Compar ative Rating of Regulatory and Administrative Constraintsto Business
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Source: World Bank 2001d, p. 12.

3.66 Developing countries have taken very different approaches to promoting the private
commercial sector. As aresult, the different legal and regulatory provisions (and administrative
practices) applicable to the registration and operation of legal MSEs, are far too numerous to
cover exhaustively. However, some types of provisions that are commonly important to the
practical feasibility of registering the MSEs of microcredit borrowers, can nonetheless be
identified and can serve as a useful checklist for the WBGS, athough detailed anadysis of the
below was beyond the ability of the author given the short time allocated for this report.

i Registration Rules

3.67 The threshold legal and regulatory provisions for registered MSEs are obvioudly those
that define the process, by which such businesses are legally formed and registered. Even if fairly
straightforward provisions describe the filings that must be made and other steps that must be
followed as part of the registration process, microentrepreneurs may be impeded in completing
the required formalities by ancillary requirements, such as some of those discussed below.

ii. Business Premises Rules
3.68 Various requirements may exist, as to the availability of “suitable” premises in which to
operate the particular type of MSE that is being registered. The securing of suitable premises may
even be a prerequisite to business registration. Requirements as to what constitute suitable
premises, will likely vary depending upon the type of business activity in question.

iii. Rules Concerning Capitalization and the M aintenance of Accounts
in Regulated Financial I nstitutions
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3.69 Minimum capitalization requirements for various types of newly forming businesses, are
common. Related to this, microentrepreneurs may be required to open and maintain accountsin a
regulated financial ingtitution. These accounts are often tightly controlled and monitored.

iv. Tax and Accounting Rules

3.71 Like MFIsthat wish to lend to them, MSEs in the WBGS are subject to an evolving array
of taxes and other governmental levies, as well as to frequent changes in the various bases for
imposing and collecting them. In addition to staying aware of the various types of taxes, the bases
on which they are imposed, and their respective rates, registered MSEs need to have in mind the
accounting rules that determine how the various taxes are calcul ated.

V. Employment Rules

3.72  Along with registration, MSEs are likely to become subject to the provisions of labor and
employment law and administrative regulation, making them liable for any employment and
social security taxes that fall upon employers under the legal system.

3.73 Courts and the Judiciary. The shortcomings of the judicial system in the WBGS are
commonly acknowledged, and there is also widespread agreement on what needs to be done to
strengthen the legal environment necessary to support MSE development. Investors need
assurances that commercial disputes can be resolved fairly and in a timely fashion through the
court system, and to attain this god it is necessary to improve the functioning of the judicia
system and the commercial courtsin the WBGS.

3.74  The most fundament issue to be resolved is that the executive and judicial powers need to
be separated. Security and military courts weaken the independence and effectiveness of the
judiciary and Palestinians may resolve disputes through appeal's to security personnel, rather than
in civil courts. Presidentia ratification of the “Basic Law” (incorporating constitutional
provisions) and “the Independence of the Judiciary Law,” passed by the Palestinian Legidlative
Council (PLC) in 1997 and 1998, would separate executive and judicial powers and increase the
powers and capacity of the civil courts to adjudicate commercia disputes. Training of judges
needs to be substantially increased and in terms of brick and mortar, adequate facilities in which
civil courts can function are also required (World Bank 2001d, p. 17). Conflict resolution
mechanisms, including Alternative Dispute Resolution (ADR), are not widely used in the
commercial sector; however, a public opinion survey with regard to the value of establishment of
ADR centers throughout the WBGS indicates that such centers would be viewed positively and
widely utilized.

3.75  The second fundamental issue has to do with the law itself. There is not yet an integrated
legal system in the WBGS. The procedures followed in the WB are mainly based on Jordanian
law, whereas in the GS, they are rooted largely in common law, dating from the time of British
rule. To complicate matters further, East Jerusalem, which is part of the WB, has been subject to
Israeli law. Many of the laws affecting the business community in the WBGS are inconsistent
with each other, leading to higher transaction costs of doing business and discouraging
investment, especially of alonger term horizon (PECDAR, pp. 14— 15).

3.76  There is, therefore, an urgent need to coordinate the two court systems. The ultimate
objective isto unify and expand the current arrangements, in order to construct a transparent legal
system capable of providing a firm foundation for economic activity and investment. The
Ministry of Justice needs to continue working closely with the Ministry of Economy and Trade
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and the Ministry of Industry, to develop laws and regulations supportive of a modern competitive
business environment. Among the lawsin urgent need of updating and revision are:

Competition Law and Company law: The WB follows the Jordanian law of 1964,
whereasin the GS, the British Mandate laws of 1929 and 1930 are still in force. These
laws provide adequate legal registration, but need modifying and unifying.

Contract Law: Thereis ho comprehensive law governing contracts. This situation
discourages economic activitiesin general and investment in particular, and should be
dealt with and remedied as a matter of urgency.

Commercia Law: Again, with some modifications, the WB follows the Jordanian law.
Thislegidlation needs to be elaborated further to provide a healthy environment for
business.

Income Tax Law: A modernization of taxation law is necessary, even though the existing
legidation isrelatively new.

Investment Law: Similarly, the investment law needs updating.

3.77  Ownership Law, the Banking Law, and the Secured Lending and Leasing Law, should
also be modified and the procedures for company registration and conflict resolution streamlined.
World Bank 2001(d) notes other important laws that were also still pending at time of writing,
including: Intellectual Property Law, Securities Law (Capital Markets Authority Law), Insurance
Law, Provident Funds Law, and Accounting and Auditing Law (World Bank 2001d, p. 17).
Obvioudly, the backlog of pending legidation is quite substantial and all the more pressing to
enact, given that some of these Laws have been remaining in various draft forms for five years or
more. The Banking Law isacasein point.

3.78  Accessto Credit. Financing of business, especially MSEs, is critical to private sector-led
growth in the WBGS. Many M SEs are undercapitalized and their low capital-to-labor ratios limit
productivity gains. According to the World Bank mid-2000 survey, about half of the respondents
considered financing issues to be a moderate to major obstacle to the operation and growth of
their business, with high interest rates and tough collateral requirements being the main
challenges for small firms (Figures 3.4 and 3.5).

Figure 3.4: Financing Issuesin the Operation and Growth of WBGS Businesses
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High interest rates 34%
Collateral requirements 45%
Access to long-term loans 46%

Bank paperwork 59%

Access to export finance 61%
Banks lack money 63%
Access to non-bank equity 63%

Access to foreign banks 8%

/FUO

81%

Need special connections

Corruption of bank officials

B Moderate/Major O Minor/No Obstacle
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Source: World Bank 2001d, p. 20.

Figure: 3.5: Sourcesof Credit for WBGS Businesses

Formal credit

market Ot?er
11% 2%
Internal
Family/friends funds/retained
28% earnings

56%

Source: World Bank 2001d, p. 21.

3.79  The same survey indicates that formal credit available to WBGS businessislimited. Most
financing came from internal funds and/or retained earnings, just over a quarter was borrowed
from family or friends, and only about 11 percent of credit was available from formal lenders.
Findings like these are what provided the impetus for this report. As such, it is hoped that the
main findings and recommendations herein provide ample guidance on how to expand access to
sustainable sources of formal microcredit to MSEs in the WBGS, as part of general efforts to
develop a microfinance industry.
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4, THE PALESTINIAN SMALL AND MICRO FINANCE NETWORK

A. Establishment Objectives

41 Originally initiated in 1999, the Palestinian Network for Small and Micro Finance
(hereafter referred to as the Network) is a voluntary gathering of NGOs, for-profit and non-profit
corporations, and banks, conducting special programs for providing microcredit and other
financial services targeted to MSEs in Palestine.”® The mission of the Network is “to establish and
develop the industry of small and micro sustainable financial services to contribute to the
development of small and micro enterprises, through supporting and organizing such service
providersin Palestine.” The Network’s objectives are:

strengthening and consolidating the institutions providing financial servicesto MSEs;
creating a conducive legal, regulatory, and supervisory environment, for financialy
sustai nable microfinance providers;

fostering cooperation between microfinance providers and a sound competitive
environment within which to operate; and

marketing best practices in microfinance provision in Palestine.

4.2 To date, about eight banks and around nine microcredit NGOs and other types of
microfinance providers, are actively involved in the initial meetings and registration of the
Network. A number of players active in microfinance organizations, including banks, NGOs, and
international donors, decided to establish the Network to coordinate their activities in the
microfinance sector and to develop and promote the industry in Palestine. The Network has
established common ground for future work, and would like to register as a legal entity. In light
of the current legal framework and practice in the West Bank and Gaza, registration asan NGO is
the only viable and possible legal framework for registration, for the following reasons:

the Network is an amalgamation and mixture of diverse entities having varied and
overlapping interests in microfinance, yet all have acommon aim of creating and
developing the industry;

the members of the Network include legal entities that cannot work under the umbrella of
afor-profit organization; and

the WBGS does have legal background and established practices for registering non-
profit companies or corporations.”

4.3 Registration of the Network requires submitting an application signed by at least seven
members to the (Ministry of Interior) MOI. Intelligence and Preventive Security has the right to
grant their security clearance. Other competent ministries may give their recommendations. In the
case of the Network, it is probable that the PMA, the Ministry of Information (since the Network
might issue publications, and the Ministry of NGOs, may all wish to participate in the Network’s
establishment). The Network will be legaly registered if attaining the approval of the MOI or

% This description of the Network is drawn from bylaws drafted in December 2001 as part of its
registration process that is yet to be completed.

® The legal framework in the GS alows for the registering of non-profit companies, but the Ministry of
Justice issued a circuit that stopped this practice. In the view of Massar Associates, this circuit does not
have enough legal background, but it is issued in order to stop NGOs from registering as companies to
avoid the overseeing power of the MOI.
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after two months from the date of the last correspondence between the MOI and the Network,
without approval.

B. Potential Functions

4.4 Microfinance associations, networks, and support programs have several important roles
to play in the continued promotion of sustainable microfinance. They can spread awareness of
key features of the financial systems approach to microfinance among policy makers,
development agencies, donors, and practitioners. They can also help to integrate microfinance
more with the general financial sector and to ensure complementary approaches are considered.
In addition, they can collect and disseminate microfinance “best practices’, to accelerate the
outreach and financial self-sustainability of their member MFIs, in terms of cost-saving
technological developments and creation of linkages to expand outreach, to name but a few
topics.

45 Depending on the level of interest the members of the Network have in expanding the
role of their group and helping to ensure its permanence through financial and in-kind support,
there are a number of activities that it may carry out. It would not be necessary to create alarge
staffing structure, simply a small secretariat office with a manager assisted by an
administrator/secretary. Staff could be drawn on a volunteer basis from member organizations as
needed for special events/activities.

4.6 Some of the possible activities envisioned in the short-term for the Network include:

1) Assistintheidentification of local capacity building needs; gather and disseminate
information on local adaptation of best practices.

2) Coordinate on the delivery of technical assistance and training to MFls and other
stakehol ders.

3) Assistinthe provision of technical assistance or training to MFIs, as capable.

4) In consultation with others and its Board, lead the development of standards and ratings
for Palestinian MFls.

5) In consultation with others, lead the Palestinian MFIs' adaptation of standardized
accounting and reporting formats.

6) Receive member MFI statements and compile the datain order to inform members and
other stakeholders on the devel opment of microenterprise services and their
socioeconomic impacts.

7) Beacontact point to coordinate donor support to the sector and to serve as an interface
between the MFIs and relevant government ministries and departments.

8) Support relevant enabling legidlation important to the development of the ME and MFI
sectors.

9) Improve on the current ad-hoc system of credit reference reporting initiated by several
microcredit NGOs. (i.e., duplicate loans, blacklisted clients, etc.)

10) Carry out relevant research and devel opment on issues important to the development of
the sector.
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4.7

1)
2)
3)
4)

5)

Some of the possible activities envisioned in the medium-term for the Network include;

Coordinate or conduct sub-sector analyses (i.e., in-depth market research noting growth
areas, contractions, etc.)

If thereis sufficient demand for the service, devel op linkages with other microfinance
networks, such asthe MENA regiona microfinance networksto carry out training for
MFIs and training of trainers.

Establish linkages between semi-formal microcredit providers and banks.

Assist the government in devel oping the appropriate legal and regulatory framework for a
private credit bureau to capture the microcredits under $10,000 borrowed by MEs.

Conduct or participate in business development service (BDS) surveys and market
assessments
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5. CONCLUSION

A. Main Findings and Recommendations

51 The research conducted for this report was performed quickly relative to the complex and
sometimes vague nature of the policies, laws, regulation, and supervision practices relevant to
microfinance in the WBGS. Despite this, several clear short and medium-term recommendations
may be drawn from the main findings. These are grouped below, according to their order of
presentation in this report. Main findings and recommendations related to providing an enabling
policy environment for the growth of MSEs and the forma and semi-formal MFIs that serve
them, are presented first. Second, the relevant legal and regulatory issues are discussed. Third, the
(microfinance) Network and its activities are analyzed. This report concludes by noting five
topics for future research.

i The Policy Environment

52 Until the peace process leads to a fully autonomous Palestinian government, borrowers
and lenders alike will remain wary of unfavorable policies constraining the growth of the
microfinance industry. That apprehension is by far the most important factor constraining the
development of MFIs, the MSEs they serve, and the general growth of the private sector. It is
clear that microfinance is currently not a priority on the short-term policy or legidative agenda of
the PA or the PMA. However, government articulation of a cohesive, coherent policy framework
for microfinance, developed perhaps in coordination with international donors and the Network,
would be acrucia starting point to facilitate development of the microfinance industry.

53 Efforts must be directed at reducing the dependence of the Palestinian economy on Israel
for the health of the economy, the operations of M SEs, and the MFIs that serve them. This can be
done by securing unimpeded access to more distant markets for Palestinian goods by establishing
aseaport in the GS and allowing airport operation in both the WB and the GS. Transportation and
trade links with Jordan and Egypt need to be strengthened. There is considerable scope for
expansion of Palestinian trade with the rest of the World, particularly the European Union (EU)
and the U.S. With respect to future trade policy, the IMF and World Bank argue in favor of the
PA adopting an open, nondiscriminatory, and transparent trade regime, characterized by the
absence of quotas and trade monopolies.

54 The Palestinian economy also needs to be integrated by facilitating normal trade relations
and movement of people, between and within the territories. Lack of free movement poses a
serious impediment to MSE development and growth and dampens their demand for
microfinance services. Enabling greater movement would require establishing free passage
between the WB and GS, that takes into account Israeli security concerns (for example, by
building a service through road) and restoring economic links between the WB and East
Jerusalem.

55 A well defined policy and legal framework governing land and water resources needs to
be established, to provide a more secure base for domestic and foreign investment that can
provide greater opportunities for microentrepreneurs and a larger client base for MFIs.
Improvements in infrastructure are al'so needed, especialy relating to roads and energy. Further
consideration should also be given to developing international free trade zones, especialy in the
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GS, in order to absorb part of the currently unemployed Palestinian work force and to encourage
investment and technology transfer. The Gaza Industrial Estate is a positive step in this direction
and it is hoped other industrial estates will be established aswell, including in the WB.

56 The PA will need to maintain strong budget discipline in 2002 and refrain from non-
essential expenditures. In addition, the PA should work with the donor community to express
prioritized emergency support to key areas such as budget, basic health and education, job
creation, and infrastructure and land rehabilitation. Microfinance should be an integral component
of such a support strategy. To assist the PA with its budget shortfalls, Isragl should immediately
transfer to the PA customs duties and VAT on goods imported through Israel, amounting to
approximately $260 million that was been collected by Israel on behalf of the PA but not paid to
it since December 2000.

5.7 Chairman Arafat’s failure to delegate responsibility for economic management to
appropriate institutions and experts, has damaged those institutions and the possibility for more
rapid development. The PA should build up the institutional base of the Palestinian economy so
as to create an enabling environment for investment, and provide the underpinnings of growth by
harmonizing the judicia systems between the WB and the GS and having a more transparent
budgetary process.

58 Although the PMA considers its mandatory bank lending ratios as targets only, their
existence signals a willingness to intervene directly in the financial markets, which in turn could
undermine deposit mobilization, if the general public perceives that these lending pressures might
undermine bank performance and stability. This direct government intervention should be
removed, as experience worldwide with mandatory lending imposed on banks and other attempts
to raise the overall level of lending, such as direct government provision of loans at subsidized
interest rates, credit guarantees, and directed credit (to certain industries, state-owned enterprises,
or agriculture, for example), have overwhelmingly led to a sub-optimal allocation of resources.

ii. ThelLegal Framework

59 In the WBGS, several formal (e.g., banks) and semi-formal institutions (e.g., NGOs and
cooperatives) have been active in providing microfinance, in addition to various informal
providers. The relevant laws and regulations currently in effect, establish varyingly stringent
requirements that an entity providing financial services must meet, depending on its
characteristics and range of activities. Although NGO activities are widespread, they are neither
formally regulated nor financialy supervised. NGOs are supposed to be supervised by the MO,
or by the relevant ministry asindicated in its registration, but it is widely acknowledged that their
supervision is sporadic and weak. According to the Cooperative Law, cooperatives are supposed
to be monitored by the Cooperation Department in the Ministry of Labor (MOL), but the MOL’s
supervision is extremely weak, due to a lack of the necessary manpower and skills. As with the
case of NGOs, a shift of regulation and supervisory oversight of cooperatives from the MOL to
the PMA, may ingtill greater confidence in these institutions and allow them to make substantial
progress toward increasing their financia self-sustainability and outreach.

510 Consideration should be given to developing a new tier of financia regulation for
financial intermediaries specializing in microfinance operations, including voluntary deposit
mobilization from the general public. This proposed new tier of financial intermediary might be
based on the successful experiences of introducing such a new tier of regulation in Bolivia. Such
anew tier of regulation in the WBGS, could be expected to induce progress toward financial self-
sustainability of the microcredit NGOs currently active in the WBGS and enhance competition,
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both of which would serve to enhance the breadth and depth of outreach. The ability of these
institutions to mobilize deposits and to obtain deposit insurance, is crucia for their enhanced
financial self-sustainability and the development of the microfinance industry in WBGS.
Strengthening the supervisory capacity of the PMA would be crucial in this regard. Consideration
should be given to developing a specialized unit within the PMA, with responsibility for
microfinance operations of regulated institutions.

511 A comprehensive moveable property law should be enacted, since there is currently a
void regarding legidation and registration of movable assets — often the main type of asset held
by lower-income microentrepreneurs. The current draft of the Security Interests in Moveable
Property Law that has been prepared by the EBRD, provides a good starting point, as it is based
on successful secured financing law in provinces of Canada and U.S. The applications of the draft
Security Interests in Movable Property Law include: security agreements for movable property;
lease contracts for movable property; and sales contracts for movable property.

5.12 Despite the relative importance of using immovable property as a security interest,
mortgage lending has not become widespread and other, less efficient forms of housing finance,
have developed. Several measures could over come this problem. First, the pending restructuring
and merger of the three independent departments involved in the land registration process should
be completed, to increase efficiency and reduce administrative costs (as proposed in McGill et a.,
2001, pp. 10-12). Consideration should aso be given to establishing a network of Information
and Registration Centers (IRCs). The IRC network would act as a data clearing house, for both
entry and retrieval of information, thereby aiding property market development. In addition, the
Geographic Positioning System (GPS) should be used to more efficiently register title of land in
the WBGS.

513  Another recommendation related to increasing the use of immovable assets as accepted
collateral, involves the development of title insurance. It could provide a bridge that makes
immediate lending possible, when registrations are delayed by administrative overload and it
could overcome the difficult legal and historical problems, that make land registration practically
impossible in some cases. Based on the findings related to the same recommendation made by Mc
Gill et a. (2001, p. 15), PMHC and bank officials have indicated their willingness to accept a
properly designed title insurance product. Land registration officials also view it as an
opportunity for promoting private sector resolution of title issues and surveys, that will speed the
official land registration process. McGill et a. (2001, p. 15) develop a number of options for
implementation of atitle insurance system, including:

creation of anew Palestine Land Title Insurance Company, modeled after the mortgage
insurance division of the PMHC;

assisting the PMHC to establish anew title insurance division; and,

working with existing insurance companies who satisfy minimum capital and other
prudential requirements, to develop atitleinsurance product.

5.14 In addition to these interventions that are likely to assist use of land as collateral,
primarily for commercial lending, other changes could potentially enable a greater number of
entrepreneurs operating M SES, to use immovable property as collateral. Despite the enactment of
the 1996 Condominium Law, subdivision remains relatively rare because, with mortgage
financing unavailable, developers have no incentive to subdivide. A legislative solution should be
developed to permit registration of cooperative, multi-unit housing developments, that have not
been properly subdivided. Subdivision and registration of individua units in multi-unit housing
developments should be mandatory, not voluntary. This will permit mortgage financing, and
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increase the market value of these units (these recommendations are also suggested in Mc Gill et
al., 2001, p. 17).

514  Two other recommendations deserve note from the McGill et a. (2001) report. First,
consumer protections must be developed to insure that devel opers adequately disclose al costsin
advance. They rightly suggest revising the draft Capital Markets Authority Law, to explicitly
authorize such regulation, would be one way to achieve this goal. Second, persons whose rightsin
land are established by adverse possession, should be entitled to register ownership. They aptly
justify this recommendation, by noting that without this ability, subsequent transfers will be
forever unregisterable.

515 The McGill et al. (2001) report, also provides excellent recommendations concerning the
development of a leasing industry in the WBGS, that is currently absent. Such development
would allow M SEs to gain access to short and medium-term capital for fixed assets. Since alease
is made on the basis of an enterprise’s cash flow, rather than on its credit history or asset base,
leasing gives M SEs with scarce financia resources the opportunity to start a business with only
limited funds, or increase productivity through new capital investment. The draft Interests in
Movable Property Law and the Tax Code, can provide some of the essentia infrastructure to
support development of aleasing industry, including a registry of property and a clear tax policy,
if they are improved from their current draft statuses. In addition, a clear tax policy, perhaps the
most important foundation for development of the leasing sector, is currently missing in WBGS.
Asthe |sragli experience demonstrates, all that is required is a short “instruction” for application
by taxing authorities. The Minister of Finance appears to have the discretion to issue such an
instruction on his own authority. Leasing insurance and a publicly accessible register, can be
introduced by private sector initiatives. As the industry develops, establishment of an effective
regulatory body like the Capital Markets Authority, would be a useful refinement to enforce best
practices, standardization of forms, and complete disclosure of all costs.

5.16  The shortcomings of the judicial system in the WBGS are commonly acknowledged and
thereis also widespread agreement on what needs to be done, to strengthen the legal environment
necessary to support MSE development and the MFIs that support them. The most fundament
issue to be resolved, is that the executive and judicia powers need to be separated. Security and
military courts weaken the independence and effectiveness of the judiciary and Palestinians may
resolve disputes through appeals to security personnel, rather than in civil courts. Presidential
ratification of the “Basic Law” (incorporating constitutional provisions) and “the Independence of
the Judiciary Law,” passed by the PLC in 1997 and 1998, would separate executive and judicial
powers and increase the powers and capacity of the civil courts to adjudicate commercial
disputes. Training of judges needs to be substantially increased and in terms of brick and mortar,
adequate facilities in which civil courts can function, are aso required (World Bank 2001d, p.
17). Conflict resolution mechanisms, including Alternative Dispute Resolution (ADR), are not
widely used in the commercia sector; however, a public opinion survey with regard to the value
of establishment of ADR centers throughout the WBGS, indicates that such centers would be
viewed positively and widely utilized.

iii. Functionsto Consider for the Palestinian Small and Micro Finance
Networ k

5.17  Microfinance associations, networks, and support programs have several important roles
to play in the continued promotion of sustainable microfinance. They can spread awareness of
key features of the financial systems approach to microfinance among policy makers,
development agencies, donors, and practitioners. They can also help to integrate microfinance
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more with the general financial sector and to ensure complementary approaches are considered.
In addition, they can collect and disseminate microfinance “best practices’ to accelerate the
outreach and financial self-sustainability of their member MFIs, in terms of cost-saving
technological developments and creation of linkages to expand outreach, to name but a few
topics.

518 One of the most pressing areas in which the Network could support a sustainable
microfinance industry, isin the area of assisting with the development of an appropriate legal and
regulatory framework for microfinance. Certainly, a hospitable legal and regulatory environment
has not proved to be a necessary precondition, to the development of microfinance elsewhere in
the world. In general, improvements to laws and administrative regulations affecting
Microfinance, have only been undertaken once the microfinance sector has established itself to
the point where its contributions could already be offered as empirical support for the proposed
changes. The BWGS, however, manifests a number of distinctive features. Among these, two are
particularly relevant where legal and regulatory issues are concerned. First, the nascent and
evolving nature of the legal and economic systems of the WBGS, presents a challenging
combination of “holdover” legal and regulatory provisions, and sometimes hastily (and in some
cases, poorly) prepared new laws and administrative regulations. Second, many of the bodies of
law and administrative regulation most important to microfinance — the banking law, the law of
security interests in moveable assets, the law of enforcement, to name afew - are at this moment
in the process of development or substantial overhaul, meaning that the microfinance sector now
has the opportunity to advocate a sensible legal and regulatory regime, that may diminish in the
near the future.

Other possible activities envisioned in the short-term for the Network include:

1) Assistintheidentification of local capacity building needs; gather and disseminate
information on local adaptation of best practices.

2) Coordinate on the delivery of technical assistance and training to MFIs and other
stakeholders.

3) Assistinthe provision of technical assistance or training to MFIs, as capable.

4) In consultation with others, lead the Palestinian MFIS' adaptation of standardized
accounting and reporting formats.

5) Receive member MFI statements and compile the datain order to inform members and
other stakeholders, on the development of microenterprise services and their
Socioeconomic impacts.

6) In consultation with others and its Board, lead the development of standards and ratings
for Palestinian MFls.

7) Improve on the current ad-hoc system of credit reference reporting initiated by several
microcredit NGOs (i.e., duplicate loans, blacklisted clients, etc.).

8) Carry out relevant research and development on issues important to the development of
the sector.

519  Animportant medium-term objective of the Network, should be to develop educational
programs about microfinance for professionals and consumers. At the university and post-
graduate levels, faculties of law, commerce, banking and finance, should include microfinance
courses in their current course offerings. Most of them are till following an old classica
curriculum that urgently needs updating. In addition, junior and senior lawyers and members of
the judiciary should be encouraged to enroll in legal education courses that will introduce and
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update their information about the legal background and practical applications of microfinance.
Also, bankers and employees of different registry departments, are recommended to attend
similar courses in order to gain a deeper understanding of microfinance concepts and procedures.
The Network can play an active role in making classes, workshops and seminars available,
through a variety of educational outlets and promoting attendance. Microfinance educational
programs should aso be addressed to businesspersons and consumers, who might one day
become microfinance clients. The design of such a consumer education program is beyond the
scope of this study, but media campaigns and other traditional means of raising public awareness
can be utilized.

Other possible activities envisioned in the medium-term for the Network include:

1) Coordinate or conduct sub-sector analyses (i.e., in-depth market research noting growth
areas, contractions, etc.)

2) If thereis sufficient demand for the service, devel op linkages with other microfinance
networks, such asthe MENA regiona microfinance networks, to carry out training for
MFIs and training of trainers.

3) Establish linkages between semi-formal microcredit providers and banks.

4) Assist the government in devel oping the appropriate legal and regulatory framework for a
private credit bureau, to capture the microcredits under $10,000 borrowed by MEs.

5) Conduct or participate in business development service (BDS) surveys and market
assessments

B. Topicsfor Future Research

520 Severa topics not able to be sufficiently covered in this report deserve further analysis.
First, a feasibility study should be undertaken to address the net benefits, constraints, and
potential remedies, related to the creation of bank subsidiaries to specialize in microfinance. This
may be a short to medium-term solution, to the adverse incentives currently in place for Arab and
foreign banks that deter them from engaging further in microfinance. Another feasibility study
should be conducted to address the establishment of Alternative Dispute Resolution centers.
Findings and recommendations from both these studies have the potential to greatly enhance
microfinance provision, especially by formal providers.

5.21 In addition, a feasibility study should address the potential establishment of an apex
institution, primarily to serve as a funding source for semi-formal microcredit providers. A
private facility could be capitalized with public, private, and donor funds, or by any combination
of these. Establishing this facility could have a positive, long-run impact, on the development of a
microfinance industry in the WBGS. Provided they meet previously determined quantitative and
qualitative indicators on outreach, productivity, efficiency, and operational self-sufficiency,
microcredit NGOs and other semi-formal microcredit providers could have direct access to funds
from this facility. Continued access to funds would be contingent upon satisfying certain
reporting requirements and operational targets. Ideally, these funds would be disbursed quickly,
be of medium to long-term maturity, and be offered at a cost dightly higher than the average
market interest rate paid on savings deposits.

5.22  Also of potential assistance to semi-formal MFIs, afeasibility study should be conducted

to analyze the issues involved in creating a private, nationwide credit bureau. This would involve
athorough review and analysis of existing Palestinian law, to see if new and enabling legislation
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would be needed to alow for the creation of a private credit bureau and the sharing of consumer
credit information, between companies that currently store this info (similar to the U.S. Fair
Credit Reporting Act that was originally passed by the US Congress in 1973 and amended in
1997 as well as the recent Jordanian |legislation patterned off of it).

5.23  Findly, for benefit mainly to the MSEs , a review should be undertaken to analyze the
various legal and regulatory provisions (and administrative practices), applicable to the
registration and operation of legal MSEs. Such an analysis would take into consideration at least
the following common problem areas. registration rules; business premises rules; rules
concerning capitalization and the maintenance of accounts in regulated financial institutions; tax
and accounting rules, and employment rules. Such a study has the potential to uncover current
areas of difficulty (that may lead to depressed demand for microfinance) and to propose business-
friendly solutions, that could improve several relevant pending laws both for the benefit of MSEs
and the MFIsthat serve them.
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ANNEX 1: SCOPE OF WORK (SOW)

Chemonics|nternational
ISAMI Project
Scope of Work

Short-Term Expatriate

BACKGROUND

Through the FS 1QC Task Order #302, “Building a Microfinance Industry in the West Bank and
Gaza’ (ISAMI Project), USAID/WBG is supporting a program of technical assistance and
training to banks and non-profit organizations to develop a sustainable microfinance industry in
the West Bank and Gaza (WBG), targeting its Strategic Objective #1, “ expanded private sector
economic opportunities.” About 90 percent of companiesin WBG employ five people or less,
however, only onein four of these microenterprises has access to loans from the formal banking
system; preventing most of these companies from expanding. In order to expand existing
microenterprises and promote general private sector development, more formal microfinance
services need to be made available to a greater number of micro and small-scale enterprises.
Chemonics International and its partners are implementing the ISAMI project to enhance the
potentia for rapid growth of the microfinance industry in WBG and to make it a sustainable
feature in the region.

PURPOSE OF ASSIGNMENT

A study on the policy environment and on the evolving legal and regulatory framework with
direct relevance to the following components: devel oping a microfinance association, raising
public awareness about microfinance; creating linkages within the microfinance sector;
establishing a credit bureau useful to microfinance institutions; and enabling the provision of
financial services on acommercially-viable basis. This study, building on USAID/WBG’s
technical assistance to the Palestine Monetary Authority (PMA), will specifies constraints
inhibiting the development of a microfinance industry and propose policy, legal, and regulatory
improvements to create an enabling environment for microfinance.

Findings of the study are expected to be forward-looking and specific. Recommendations will
include means to mitigate the constraints to expansion of unsecured lending. In addition, they will
address changes to overcomes obstacles in loan collection.

In analyzing the legal and regulatory framework, the study will place specia attention on the
feasibility of promoting “ specialized microfinance banks’ in WBG, an approach that Bolivia,
Indonesia, and the Philippines have embraced with impressive success. The study will elaborate
on how these entities should be entitled to mobilize voluntary deposits subject to regulation and
supervision adapted to their specialized operations.

TERMS OF REFERENCE

The Consultant will travel to WBG to supplement and finalize the draft report, “ Review of

Policy, Legal, and Regulatory Environment of Microfinance in Palestine.” The final version of

the report will incorporate the following:

- Specific analysis of macroeconomic and financial sector policies that affect microfinance and
recommendations on how to improve the policy environment for microfinance.

- Detailed assessment of the legal environment and the banking regulation and supervision
practices relevant for microfinance with suggestions on changes in these to create amore
appropriate and efficient legal and regulatory framework for microfinance.
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ANNEX 1. SCOPE OF WORK (SOW)
Continued

- Findings from discussions with relevant development partners (for example, the World Bank
and KPM G Barents) on how efforts to improve the policy, legal, and regulatory environment
for microfinance can be coordinated.

- Recommendations on what “value-added” a microfinance association could bring toward
creating apolicy, legal, and regulatory framework conducive to growth of the microfinance
industry.

- Anaction plan outlining practical, realistic short-term and medium-term steps that could be
taken to help devel op and promote microfinance marketsin the WBG.

DELIVERABLES
Final version of the report, “Review of Policy, Legal, and Regulatory Environment for
Microfinance in Palestine.”

QUALIFICATIONS

MBA/MA in business, finance, international development, or related field; minimum of 10 years
microfinance experience; knowledge of the policies, laws, and regulations affecting microfinance;
strong analytical skills, and computer proficiency.

LEVEL-OF-EFFORT
15 days of level-of-effort, including 3 days of travel are required for this SOW.

TIMING

Fieldwork will be undertaken December 3 — 14, 2001 and the report will be finalized/submitted to
USAID/WBG by December 31, 2001.
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ANNEX 2: LIST OF PERSONS CONSULTED

Firas Al-Najjab, Arab Bank, Jerusalem.

Khalal Asara, Capital Market Attorney, FMI, Ramallah.

Frank E. Blimling, Senior Advisor, Barents Group, KPMG Consulting, Jerusalem.
Olivier Boudart, Food Security Program, EU, Jerusalem.

Yousseg | . Habesch, Investment Officer, Central Asia, Middle East, and North Africa, IFC,
Jerusalem.

LubnaKatbeh, MASSAR Associates, Ramallah.

Mohammad Khaled, Executive Director, FATEN, Ramallah.

Rami B. Khoury, Investment Officer, West Bank and Gaza Field Office, IFC, Jerusalem.
Olin McGill, Capital Market Attorney, FMI, Ramallah.

Robert A. Mertz, Principal Financial Analyst, Infrastructure Development Group, MENA,
World Bank, Jerusalem.

Joseph Nesnas, Arab Bank, Jerusalem.

Johny S. Zeidan, Private Sector Specialist, USAID/WBG, Tel Aviv.
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